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The Auditor and Electronic Data 

Processing 

Recognizing the problem presented to 
the auditor by the introduction of elec- 
tronic data processing systems, Interna- 
tional Business Machines Corporation 
commissioned Price Waterhouse & Co. 
to survey the auditing aspects arising 
out of such an installation. The results 
have been published in a booklet The 
Auditor Encounters Electronic Data 
Processing. 

This study does much to remove the 
anxiety expressed by auditors over the 
absence of conventional visible records 
“audit trail” back 
to original documents. It is not possible 
to describe briefly how this is accom- 
plished but the comments on how the 
auditor tests internal control are indi- 


and the need for an 


cative of the approach. 

The first intensive step of the auditor 
is to review existing procedures to de- 
termine that they provide for adequate 
internal accounting control. In an elee- 
tronic data processing installation much 
of the work formerly done by people 
will be processed by machines and the 
study should be of the controls estab- 
lished outside the data processing center 
on one hand, and, on the other, of the 
controls built into the machines. Since 
the data processing center usually origi- 
nates no information but only receives 
it, it is possible to establish controls 
over the employees of the center to in- 





AccouNTING NEWS AND TRENDS is con- 
ducted by Cuarues L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society's Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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Accounting News And Trends 


sure accurate handling of the data and | 
to preclude fraudulent alterations The § 
exercise of such controls is usually dele. | 
gated to a special group organized for 
the purpose. 

The conclusions of the study are op. 
timistic about the ability of the auditor | 
to adapt himself to changing conditions | 
without a sacrifice of basic standards, | 
Indeed, at the present stage of utiliza. 
tion of electronic data processing mach- 
ines, the effect upon the auditor's 
method of operations has not been revo- | 
lutionary. All indications are that fu- 
ture improvements in electronic proces: | 
sing can be absorbed by the application | 
of ingenuity by auditors in working out 
new approaches. 


A Center for Accounting Information 
Urging closer relation between the 
theory of accounting as exemplified by 
classroom instruction and _ its practice 
by professional accountants, Dr. C. E. | 
Miles of the Georgia State College of 


Business Administration (June, 1957 
Bulletin Georgia Society of , CPAs) 


makes three specific suggestions. The 
first is the use of local practitioners as 
faculty members and the second is the 
firms of ae: 
counting professors during the summer 


employment by accounting 


or other free time. These two sugges- 
tions, of course, are not novel and are 
being followed in many localities. 
The third idea, the establishing of a 
“Center for Accounting Information,” 
has many interesting implications. Such 
a center might be sponsored by a group 
of accountants in a particular city or by 
the local chapter of the state CPA so- 
ciety. The supervision and direct man- 
agement might be assumed by the ac: 
counting department of a local college. 
The center could offer a library, facili- 
ties for research and, if appropriate, 
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WaNEW YORK UNIVERSITY 
DIVISION OF GENERAL EDUCATION 


Announces 


FEDERAL INCOME TAXES 
TODAY 


Given since 1941 
DAVID BOYD CHASE JACQUIN D. BIERMAN 





A Refresher and Review Course for the Active Tax Practitioner 


Fifteen Tuesday Evenings 
September 24th to January 21st, 6:15 p.m. - 8 p.m. 
-The Chanin Building, 122 East 42nd Street 


Kee for the full course $48.00 (including $3.00 Registration Fee) 
Single Lecture $4.00 


Schedule of Lectures 


Sept. 24th Individuals Not in Business or Profession. 
Oct. 1 Capital Gains and Losses. 

Oct. 8 Corporations. 

Oct. 15 Corporations. 

Oct. 22 Partnerships. 

Oct. 29 Family Transactions. 

Nov. 12 Small Corporations. 

Nov. 19 Deferred Compensation. 

Nov. 26 Corporations. 

Dec. 3 Corporations. 

Dec. 10 Mergers, Consolidations, and Reorganizations. 
Dec. 17 Aliens, Foreign Income, Foreign Trade Corporations. 
Jan. 7 Real Estate Transactions. 

Jan. 14 Business Insurance, Life Insurance, Annuities. 
Jan. 21 Procedure. 


For further information, Write to Henry Sellin, Executive Director, 
Institute on Federal Taxation, 1 Washington Square North, New York 
3, N. Y. or telephone SPring 7-2000. 
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Announcing 


EMPLOYMENT TAX 
SEMINARS 


for 


PRACTISING 
ACCOUNTANTS 


CONDUCTED BY 


Dr. Samuel S. Ress 
Starting September 21, 1957 


Saturdays and Evenings 


Series of Four 2-hour 
classes on: 


UNEMPLOYMENT INSURANCE TAXATION 
RATE CONTROL METHODS 
UNION WELFARE FUND OPERATIONS 
SOCIAL SECURITY 
WITHHOLDING TAXES 


Enrollment Fee: $45 for a series 
of Four 2-hour sessions payable 
with application. Special Semi- 
nar Arrangements made _ for 
accounting firm staff training 
programs. Applications for en- 
rollment and inquiries may be 
sent to our office. 








Use this application for enroll 








To: EMPLOYMENT TAX INSTITUTE 
2488 Grand Concourse, Room 204A, 
New York 58, New York 

Att.: E. B. Ress, Director 


Please enroll me in the Employment Tax 


Seminar. Enclosed is fee $...............00 
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ice to all practicing accountants. and 
local chapters of our State Society | 
might wish to investigate this suggestion, 
The Use of Management Consultants 
Accountants render a_ valuable 
service to those clients who are planning 
to retain the services of management en- 
gineers. To receive the maximum bene. 
fit from these services, certain prelim. 
inary steps must be taken and account. 
ants can see that this is done. General 
Edwin W. Rawlings. head of the Air 
Material Command, discusses the experi- 
ence of the Air Force in engaging con. 
sultants “How The Air Force 
Uses Management Consultants” (Har. 
Review July-August, 


can 


in 


vard Business 
1957). 

He lists these six ways for providing 
fuller returns from management engi- 
neering services: 

1. Sharp isolation and definition of the 
problems on which assistance is. re- 
quired. It is particularly difficult to tell 
“where it hurts” in a large organization 
with interlocking functions because of 
the sympathetic breakdowns that follow 


the main one. 

2. Full exploitation of the company’s 
own resources before calling in help. 
Consultants sometimes repeat recom: 
mendations already made by employees 
and frequently disregarded, and_ this 
would suggest that management is not 
sufliciently sensitive to its internal re- 
sources. 
3. Careful 
firm. 


selection of a consultant 


1. Agreement with consultants on mu- 
tual obligations. 


5. Proper support of the consultant's 
work, 
6. Follow-up by the company after the 


survey is completed. This can be done 
by requiring reports after one month 
and six months on how the recommen: 
dations are being implemented. 

The article also discusses the points 
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specialized accounting machines. Such | that 
a center might well render valuable sery. © 
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that must be covered by any unit of the 
Armed Forces to justify its request for 
management services. Such a list is 
helpful to those accountants who do not 
themselves perform management serv- 
ices but who can assist in the pre- 
planning for the survey. Some of these 
items are: 
1. The problem which requires study 
and the length of time it has existed. 
2. Copies of staff studies and papers on 
the problem. 
3, Specific examples of losses or exces- 
sive costs as a result of the existing sit- 
uation. 
|, Previous attempts to solve the prob- 
lem and reasons for lack of success. 
5. Alternative approaches that might 
be taken and reasons for discarding 
them. 
6. Effect on overall activity if this prob- 
lem should continue. 
7. Results anticipated and end products 
expected. 
8. Whether a shortage of personnel or 
equipment has a bearing on the request 
and if so, what has been done about this 
shortage. 
9, The number and qualifications of 
company personnel who will be iaade 
available to work with the consultants. 
An assembling of this or similar ma- 
leria! can enhance greatly the possibility 
of receiving valuable help from the man- 
agement survey. 


Insurance Coverage and Accountants’ 

Responsibility 

What is the accountant’s responsibil- 
ity with respect to his clients insurance 
coverage? This question is discussed 
ina letter written by Edmund F. Ingalls, 
of the AICPA Technical Information 
Service and published in the News Bul- 
lein (May, 1957) of the Massachusetts 
Society of CPAs. A general reply to this 
query is that the CPA is expected to 
make a general review of the insurance 
coverage even though he does not hold 
himself out as an expert in insurance 
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THE SOBELSOHN SCHOOL 


announces its 
Fall 1957 
series of 
SHORT CPA REVIEW CLASSES 
Problems 
Auditing 
Theory 
Law 


Federal CPA 
Tax Review 





Classes begin September 7-12. Registration 
Call or write for Bulletin “S” 


giving complete details. 


is now open. 


165 West 46 Street 
COlumbus 5-0819 


When you think of, 


Fina ne 


Accounts Financed 
Inventory Advances 


Machinery Loans 
Orders Financed 


Get in Touch With 


majestic 2 





Z 
—“aclots— corr. 
175 Fifth Avenue at 23rd Street 
Flatiron Building New York 
ORegon 4-1200 


Recommended by Accountants, Banks, 
Attorneys and Clients 


Officers and Executives 


Epwarp W. Ginspurc 
Seymour I. Lesow11z 


Jutius N. MesHBerc 
Sipney W. Dorman 
Send for our new booklet #5 “FINANCING 
for Peace of Mind, Progress and Prosperity.” 


Members of Association Commercial Finance Companies, 
Inc. and New York Credit and Financial Management 


Association. 
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NEED HELP ? 


ty can help you * 


| Hard-to-get 
Personnel” 


oa 


wm. Schnuer, BBA, MBA 
Licensee 


Our 18th year 
catering to 
Top-Notch 

Executive 
Personnel 


Controllers 
Office Managers 
Accountants 
Bookkeepers 


PROMPT SERVICE 


(Gals 
BR 9- 


1664 


Dependable 


EMPLOYMENT AGENCY 
220 W. 42nd St. © New York 36 


Wm. Schnuer 


Licensee 


Shirley Schnuer 


Licensee 


584 


ecure 























When writing to advertiser kindly mention The New York Certified Public Accountant 





The CPA Handbook suzg 


matters. 





that it be determined whether curren! 








appraisals have been made for insur. 
ance purposes and the work paper’ 
should contain a summary of the com. 
pany’s insurance records. One large 
firm’s manual points out that inadequate 
insurance coverage may represent a seri. 
ous weakness in financial position and 
should be discussed with the client by 
the partner in charge of the audit. This 
same firm requires that the work papers 
contain a definite statement of opinion 
as to the adequacy of insurance cover. 
age, supported by a listing of book val. 
ues, insurable values and insurance car: | 
ried. 

Proper internal control requires per. 
iodic appraisals of assets and analyses | 
of insurance coverage by management 
and the CPA will therefore give appro- 
priate consideration to the insurance 
program when he studies the internal 
control of the client. 

It appears that a CPA has the respon. 
sibility of checking all insurance and 
ascertaining, with the assistance of the 
client or his insurance representatives, 
whether it is adequate. If proper steps| 
are not taken to repair this inadequacy, | 
appropriate comments should be made 
in the long-form report. If a short-form 
report is issued, no qualification would 
be made because of inadequate insur. 
ance coverage but the matter should be 
brought to management’s attention in a 
supplementary letter. 





BLADES & MACAULAY 
INSURANCE ADVISERS 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2, N. J. 
Established 1926 
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An Adirondack View 


Our Kids, according to some recently 
published findings, are soft—-don’t stand 
up to simple physical tests—push-ups, 
body-bends, leg-lifts, squats, etc. No 
longer do the young ones in the family 
have to pump the water, fill the wood 
hox, cart in the groceries, mow the lawn, 
or shovel the snow. 

It seems that their present hardest 
physical work is to bend over to get into 
the car, and to hoist themselves off the 
floor after looking at TV. So Education 


| gets the blame—our schools and colleges 


are the whipping posts. Perhaps the 
general public, which includes all the 
pars and mars, should look in the mirror 
a bit. 

The thousands of schools all—well, 
most all—want a good football team 
every fall. And the public rains down 
the good old cash to see the games. 
Fine; the cash can finance the other 
sports. But the 90% of the kids that 
don’t make the old school team need 
more body-building than blowing a 
bugle in the band. Our kids need a lot 
more intra-mural sports, including soc- 
cer. Don’t forget soccer, it’s a beauty 
for general physical development. 

Perhaps, all the lawyers and CPAs 
should get together and push hard for 
“athletics for all in all our schools”. 
When folks work together for a good 
thing for their children, they don’t 
squabble so much between themselves. 


Leonarp Houcuton, CPA 
Saranac Lake Branch of 
the “Adirondack Chapter” 





APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


pITSBURGH 6 CHURCH STREET ATLANTA 
PHILADELPHIA NEW YORK, N. Y. gr Louis 
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BRUNING 


Reproduction of 


TAX RETURNS 
AND REPORTS 


Done by Experts 


Accurate and 
Attractive 


TYPING 


Of Accountants’ Reports 
Thoroughly Checked 
Highly Skilled 
Personalized Service 


Since 1940 


LILLIAN SAPADIN 
501 Fifth Ave., New York 17, N. Y. 
MUrray Hill 2-5346 
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Financing 


% O 
OUNTS . 
RECEIVABLE 


Non Noti fication, ) 


INVENTORY LOANS 
3 YEAR 
CHATTEL MORTGAGES 
Forwarders Protected 


JOHAR FACTORS 


101 W. 31 St., New York 1, N. Y. 


BRyant 9-1778 


Member: Association of Commercial 
Finance Cos. of N. Y. Inc. 
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A Course in Statistical Methods in 
Auditing 

As a result of the growing interest in 
the application of statistical sampling 
method in auditing as reflected in recent 
articles in The New York Certified Pub- 
lic Accountant and other publications, 
the Bernard M. Baruch School of Busi- 
ness of the City College of New York is 
offering a course entitled “Statistical 
Methods in Auditing.” 

This course is designed to familiarize 
practicing accountants and advanced 
students in this field who have had little 
or no statistical training, with the meth- 
ods and background of such applica- 
tions. 

The course will be offered in the Fall 
Semester on Wednesday evenings start- 
ing September 18. Since the course is 
intended to further the of these 
techniques by the accounting profession, 
we invite all who are interested to reg- 


use 


ister. 
Dr. Herbert ARKIN 
Baruch School of Business 
The City College 
of New York 


A Service to the Accounting Profession 

Please be good enough and mail a 
copy of the May 1957 issue of The 
New York Certified Public Accountant 
to the following address * * *. He is 
employed by N. B. C. Station * * * in 
* * * and the article “Examining the 
Financial Statements of a Television 
Broadcasting Station” should be helpful 


to him. He was formerly a Technical 
Director with N. B. C. Station * * * 
in * & & 


As for myself I appreciate the article 
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Letters to the Editor 


on “Accounting Controls for Box Office 
Receipts” as we are in charge of the 
accounting for The Lakewood Litt, 
Theatre. 

In closing, may I say that I look 
forward to The New York Certified 
Public Accountant every month. I drop 
everything when it arrives and do not 
put it away until I know what is in 
the current issue. You are performing) 
a great service to the accounting pro: : 
fession. a 

G. E. Kirrkamu) 
Lakewood, Ohio | 


The Commission’s Recommendation 

Number Four: An Internship Program 

At a society meeting last November 
basic long-range recommendations of 
the Commission on Standards of Edu. 
cation and Experience for Certified | 
Public Accountants were discussed. | 
Among them as recommendation No. 4 
was the inclusion of an internship pro- 
gram as part of the public accountant’: 
training. I believe your readers might 
be interested in some of the conclusions 
reached by the Commission and in a 
review of the background and status of 
internship programs today. 


Most laymen consider internships as 
a feature patented by the medical pro- 
fession, but to the accounting profes 
sion, the educational philosophy of in- 
ternships is neither startling nor new. 
The idea of having accounting students 
obtain practical experience before com- 
pleting their education dates back many 
years. We know, for instance, that as 
early as 1914 N.Y.U. had such a plan 
and that internship programs. estab- 
lished at Michigan, Minnesota and 
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308 New York Accounting Firms 


Carry Their Statutory Disability Insurance under the 
N. Y. State Society of C.P.A.’s Trusteed Group Insurance Plan. 


¢ Low starting rate and substaritial year-end experience refunds have 
eliminated firms’ costs where statutory deductions have been made 
of employees. Refund July 1, 1957 was 25%. 


e For premium estimate and information on how to transfer to 
Society Plan on your next premium payment date (October 1) 
communicate with 


HERBERT L. JAMISON & CO. 


Administrator of the Society’s Trusteed Plan 
270 MADISON AVENUE, NEW YORK 16 
Murray Hii 9-1104 
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Directed by a C.P.A. 


‘ine 
Accountants 


& Auditors 
Agency 


15 East 40th Street 
New York 17, N.. Y. 
MUrray Hill 3-0290 


The 

Employment Agency 
Exclusively for 
Accounting 


Personnel 


Certified Public Accountants 
Senior Accountants 

Junior Accountants 
Supervising Seniors 

Cost Accountants 

Internal Auditors 

Payroll Auditors 
Accounting Clerks 

Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 
Controllers 


Treasurers 
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Ohio State Universities in 1926 or 1927 
are still in existence. Today over 4) 
colleges have formal programs includ. 
ing, in New York—Syracuse University, 
Adelphi, Hofstra, lona and Utica col.! 
leges and in New Jersey—Rutgers Uni- 
versity and Rider College. 


The period of employment in public 
accountancy can vary from five weeks! 
to three months and usually occurs dur. 
ing the senior year although sometimes 
during the junior year in college. There 
are many variations to the program de. 
pending on whether the school operates 


on a quarter or a semester system. For ) 


example, under the quarter system the 
most frequent arrangement is to have 
students drop out of school for the en- 
tire winter quarter to take their intern. 
ship, and under the semester system to 
have students take their internships by 
completing the school examinations 
early and then registering late for the 
second semester. These call for con- 
siderable rearrangements of classroom 
schedules and of examinations and pre- 
sent difficult administrative problems 
for the colleges, requiring close coop- 
eration between the accounting depart- 
ment, the Dean and other faculty mem- 
bers. Incidentally, some schools actu- 
ally give the students course credit for 
the program and grade them on their 
performance. 


The internship program is discussed 
at length in the official release “State- 
ment of Standards and Responsibilities 
Under Public Accounting Internship 
Programs,” a joint report of the Amer: 
ican Institute of Certified Public Ac: 
countants Accounting Personnel Com- 
mittee and the American Accounting 
Association Committee on Internships. 
which appeared in the April 1955 issue 
of the Journal of Accountancy. The re- 
port covers, among other things, the 
purposes of internships and the respon- 
sibilities of the student, the school and 
the employer and concludes with the 
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hope that fulfillment of these goals and 
responsibilities would aid in making 
the internship program a more effective 
educational device. 

The Commission’s proposed educa- 
tional program will of necessity be 
something quite different from present 
accounting education and will be aimed 
toward teaching in the classroom the 
underlying principles required specif- 
ically in the field of public accountancy. 
Both text material and teachers will 
have to be developed for this new ap- 
proach. The proposed internship pro- 


} 


eram would be an adjunct to the edu- | 


cational processes. It would be carried 
out along the lines described in the re- 
port of the AICPA’s Committee on Ac- 
counting Personnel and would enable 
the student to gain an important part of 
the benefits of practical experience. 


However, in order to provide the 
maximum training to the student, it 
was recognized that the employer must 


accept certain responsibilities. The most | 
important of these, as cited in the com- | 


mittee’s report, include: 


1. To see that the student gets a | 
clear understanding of work rules and | 


standards of professional conduct. 


2. To provide the student with varied 
assignments, 
the student 


3. To give adequate 


supervision, 


4. To evaluate the student’s work and 
to discuss results with him. 


What do the dissenters have to say? 
They believe the internship program 
is a concession to the advocates of ex- 
perience. To appreciate their views, one 
must recall a popular song of a year 
or so ago—“Love and Marriage—You 
Can’t Have One Without The Other.” 
Those who object to the elimination of 
the experience requirement also object 


to the internship program. This posi- | 
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tion is stated in the official dissent by 3 


Messrs. J. S. Seidman and R. S. Clair > 
and seconded by Dr. Emanuel Saxe aj yoy 
follows: pe 
“You can’t teach a person to be 4! I 
practicing accountant. There is just im jion 
substitute for experience. The proposed are 
internship program is certainly no anti. dies 
dote. We cannot dignify a three month at tl 
‘loan-out’ to an accountant’s office. dur yy 
ing the busiest part of the year as being), yo 
‘experience’ in the sense we are dis TI 
cussing. At most we would merely may 
credit the period of internship agains 4¢] 
the experience requirement.” on 
Some of the practical problems were! cern 
cited. How, for example, will the pro ship 
fession absorb internships in metro. hope 
politan areas such as New York City Cert; 
where there are not enough account. the | 
ing firms to absorb the large number of __ ject 
students who will be eligible for the, In 
program? Mr. Arthur Cannon in his of th 
talk before the AICPA meeting in Seat- impo 
tle carries this point one step further.’ — fesgix 
If internships are to be mandatory, colle 
how will we assure enough openings’ the 
with public accounting firms, bearing)  firsth 
in mind that our present college) sion 
enrollment may increase from 2.7 mil-| like 1 
lion to approximately 6.4 million in| the ¢ 
1970. ence 
The Commission also recognizes that} erly | 
the timing of the program during ing t 
months where public accounting firm} and 
must operate under pressure in order pensa 
to complete assignments on schedule} room 
makes it extremely difficult to arrange If 
assignments in a manner which wil] with 
give the employee the most advants| the p 
geous exposure to varied situations. teach 
Who is to evaluate the experience} quire 
given the interns? The Commission} ancy, 
suggests that state boards must accepl} with 
increased responsibility for the evalua-| sion 
tion of the quality of experience, rather} adjun 
than rely exclusively on the period and 
type of employment. They might wel . 
have gone on to ask what will be the rat 
role of the educators. Will they insis\} sonnei 
September} 1957 
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on taking an active part in the super- 
vision of the program and conversely 
would we as employers be willing to 
accept such supervision? 

I should like to offer one final ques- 
tion. How will students be assigned to 
accounting firms? Will it be on an 
allocation basis with the selection made 
at the discretion of the college faculty 
or will the accounting firms also have 
a voice in the selection? 

The views of the dissenters raise what 
to be insurmountable ob- 

when I examined these 


seem 
yet 


may 
stacles. 


, closely, | could not become overly con- 


cerned. The inclusion of an_ intern- 


ship program is a long-range goal. a 


hope rather than an accomplished fact. | 
Certainly the mechanics of operating | 
the program will have to be the sub- | 


ject of considerable study. 

In my opinion, the basic philosophy 
of the internship program has been an 
important step forward for the pro- 
fession, for the students and for the 
colleges themselves in that it has given 
the student an opportunity to gain 


firsthand information about the profes- | 
sion and to decide whether he would | 


like to continue in it. It has also been 
the case almost invariably that experi- 
ence in professional work, when prop- 
erly administered, has lent more mean- 
ing to the student’s classroom activities 
and appears to have more than com- 
pensated for the time lost from class- 
room study. 

If you are willing, as I am, to agree 
with the Commission’s philosophy that 
the proposed educational program can 
teach the underlying principles _re- 
quired in the practice of public account- 


ancy, then I believe you must concur | 


with its recommendation for the inclu- 
sion of an internship program as an 
adjunct to the educational processes. 


Haroitp J. Wotosin. CPA 


Ed. Note: Mr. Wolosin is Chairman of our 
Society's Committee on Education and Per- 
sonnel. 
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Classified Section 


RATES: 
$2.00. “Business Opportunities” 
words. 


15¢ a word, 


“Help Wanted” 20¢ a word, minimum $5.00. 
minimum $3.00. Box number, 
Closing date, 10th of month preceding date of issue. 


“Situations Wanted” 10¢ a word, minimum 
when used, is two 


ADDRESS FOR i Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 


listing. Modern Business Service, 5C5 Fifth 
Avenue (42nd Street). 


Justin Jacobs, Peter P. McDermott & Co., 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 


1-7140, 42 Broadway, New York 4, New York. 


Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 
N.Y. 17, PLaza 5-6432. 

CPAs, N.Y., N.J., Conn., W.Va. AICPA, 
established over 20 years, heavy taxes, man- 
agement (IE, MBA), substantial cash, seek 
practice, accounts. Box 1217. 

CPA, N. Y., N. J., AICPA, heavy taxes, man- 


MBA), substantial 
practice, accounts. Box 1218. 
CPA, N.Y., will purchase small practice, 
individual accounts or partnership interest 
in New York City vicinity diversified account- 
ing and tax experience. Box 1220. 


Desk Space, in small private office, midtown, 


agement (IE, cash, seeks 


nicely furnished, telephone available, quiet 
environment, office facilities, very low rental. 
CH 4-4744, 


CPA, attorney, desires to purchase small or 
medium sized practice N.Y.C. area or to asso- 
ciate with retiring practitioner. Box 1215. 


CPA, N. Y., will purchase interest or part- 
nership in accounting practice in N.Y.C. 
vicinity, diversified accounting and tax ex- 
perience. Box 1221. 

CPA, Long Island practice, $25,000 gross, 
seeks partner with approximately — similar 
gross or association with larger organization. 
Box 1222. 


CPA, attorney, 33, $12,500 gross, experienced 
managing larger practice, wishes to associate 
with CPA or CPAs aware of importance of 


strong organization progessively oriented. Box 
1224. 
CPA, N.Y., 36, available to other practi- 


tioners for representation in England, Western 


Europe, September 16 through October 18. 
Box 1225. 
CPA, AICPA, 37, heavy experience, modest 


practice, seeks association with overburdened 
or retiring practitioner leading to partnership 
arrangement. Box 1226. 
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CPA, attorney, Westchester County, $12,000 
gross, substantial free time, interested develop- 
ing association with overburdened practitioner 
Box 1230. 

SITUATIONS WANTED 


CPA, age 40, 20 years public experience in 
all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospi- 
tals, investments, funds, real estate, seeking 
part-time or per diem work. Box 1210. 
Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y.C., tele- 
phone LOngacre 4-1740. 

Work at Home, comptometrist, own ma- 
chine, diversified experience with CPA, also 
seeking part-time or per diem work. Lillian 
Young, BA 5-7319. 

CPA, age 32, seven years diversified large 
and small firm experience, seeking per diem 
work. Box 121i or OL 4-2382. 

CPA, 13 years public accounting and tax ex- 
perience, earning $10,000. seeks association 
with overburdened or retiring practitioner or 


firm with potential growth to partnership 
status. Box 1213. 
CPA, attorney, modest practice, experienced 


audits and income, gift, estate taxes, available 
per diem or part-time. Box 1214. 

CPA, age 33, received certificate in 1947, 
background of statistics, seeks challenging 
position with responsibility. Box 1216. 
Statistical Typist, expert CPA financial re- 
ports, tax returns, excellent stenographer tax 
litigation, IBM. Sally Steno, CH 4-0175. 
CPA, 20 years diversified public accounting 


experience will service accountant’s clients 
ipstate New York, daily or job basis. Box 
9 

Tax Attorney (female), ten years with 


CPA firm, experience research, preparation 
returns, protests, Federal, State, local, $6,500. 
Box 1227. 

CPA, attorney, N.Y. and Westchester, $25 
per diem, average two days weekly. Box 1228. 
CPA, diversified experience, seeking per diem 
or part-time work. Box 1229, 

Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 


over 25 years diversified experience, public 
and private, office management, financial 


statements, internal controls, credits and col- 


lections, taxes. Box 1231. 
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The President's Page 


General Meetings 


Two months ago on this page I expressed my concern over 
the failure of some members to attend technical meetings be- 
cause of inertia. Now I am told that the same factor tends to 
hold down attendance at general meetings and I have been 
asked to urge members in the Metropolitan area not to over- 
look the coming general meetings. No persuasion on my part 
should be necessary. The programs will speak for themselves 
and this page should be regarded, therefore, merely as an ad- 
vance announcement of the very attractive and stimulating pro- 


gram which has been arranged by the Meetings Committee. 


Our Society holds five general meetings each year, three 
in the fall and two in the spring. All are devoted to topics of 
broad general interest and cover areas in which every accountant 
should be well informed. Following a pattern established in 
prior years the first, to be held on October 7th, will be devoted 
to federal income taxes. The subject of the meeting will be 
“Procedure in the Internal Revenue Service.” Speakers will 
be representatives of the Internal Revenue Service from the 
Rulings and Determination Division in Washington, the Appel- 
late Staff in New York, and from the Audit Division and Office 
of the Conference Coordinator of one of the local offices. The 
meeting will be conducted as a panel discussion moderated by 
the Chairman of our Federal Income Tax Committee, Don J. 


Summa. 


The second meeting, scheduled for November 12th, will 
deal with “Specialization in Accounting Practice.” With the 


growth of the specialist in our profession, as in others, this topic 
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takes on real and major significance. Moderated by Dean 


Emanuel Saxe, our former Director of Technical Services, and 
himself a specialist in many fields, this meeting will also be a 
panel discussion by a group of experts. Jack Seidman will 
discuss aspects of general practice; Leslie Mills will cover taxa- 
tion and government contracts; Roger Wellington, management 
services and Allan C. George will deal with specific industry 


specialization. 


The December meeting, to be held on the 3rd of that month, 
will present a discussion on The Accountant’s Role in Estate 
Planning. Here is a field in which the accountant can render 
real service, but in which his participation should be clearly 
and carefully defined so as not to infringe upon the provinces 
of others. The meeting will be conducted by our newly-formed 


Committee on Estate Planning headed by Ben Grund. 


All three of these meetings, as well as the two to be held 
in the spring, cover subjects of great importance to all of us. 
The presentations will be broad in scope. They have been 
designed to give the membership much needed information. 
They should not be missed. Mark the dates on your calendars 


now so that nothing will interfere with your attendance. Tl 


see you there. 


LEONARD PRICE, 


President 
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Financial Reporting and the Tax Law 


By James J. Manon, Jr., C.P.A. 


The CPA’s responsibility for evaluating tax accruals is becoming 
exceedingly more difficult to discharge. This is particularly so in 
such doubtful areas of our tax law as percentage depletion, the tax- 
ability of foreign income and tax effects of changes in accounting. 


There are several important areas of 
our Federal Tax Code that are the sub- 
ject of such varying interpretations 
that it is almost impossible to estimate 
their ultimate tax effect in a given 
situation. 

The doubts surrounding these pro- 
visions may be due to abstruseness or 
ambiguity in their wording—or to the 
ostensible conflict with the plain mean- 
ing of another Code provision. In any 
event, Treasury interpretation is op- 
posed to popular lay interpretation in 
some cases; the Treasury and the courts 
are in disagreement in others; and the 
courts disagree among themselves in 
still others. Finally there may even be a 
divergence of opinion among the various 





James J. Manon, Jr., C.P.A., and Editor 
of the Tax Clinic in THE JouRNAL OF 
ACCOUNTANCY, is a partner in the firm 
of Lybrand, Ross Bros. & Montgomery, 
Certified Public Accountants. 


This article has been adapted by the 
author from a paper presented by him 
in May 1957 at the Nineteenth Annual 
Institute on Accounting, Ohio State 
University. 
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districts of the Service on a particular 
interpretation of facts or law or indeed 
among the technicians within a_par- 
ticular district. 

In this chaos, a taxpayer can be 
expected to and usually does adopt the 
position most favorable to him in the 
filing of his tax return. Likewise, the 
Treasury can be expected to and usually 
does adopt the position most favorable 
to it in the examination of the return. 
In the ensuing dispute, either the matter 
is settled by compromise within the 
Internal Revenue Service itself, or it 
goes into litigation. If the issue is set- 
tled within the Service, the arithmetical 
chances are that the settlement will be 
about a 50-50 compromise. (Actually 
the latest statistical data concerning 
cases disposed of in a pre-docketed and 
docketed stage by the Appellate Division 
during the fiscal year ended June 30, 
1956, indicates that of the 14,135 cases 
settled by the Appellate Division, the 
ratio of settled deficiency to original de- 
ficiency was about 52 per cent.) If an 
issue goes into litigation, it is conjec- 
tural as to what the outcome will be, 
particularly where appeals are likely 
to be filed by the party adversely af- 
fected by a lower court decision. One 


597 





thing is certain, the issue will be in 
doubt for a long time! 

In any event, regardless of the posi- 
tion taken in the tax return and what- 
ever the doubts surrounding the issue, 
business has got to get its financial 
statements out at least once a year. 
And somebody has to appraise the tax 
issue realistically so that reasonable tax 
accruals and provisions can be reflected 
in the published financial statements. 
That somebody is frequently the ac- 
countant certifying to the company’s 
financial statements. Management, of 
course, has the basic responsibility for 
computing the tax accrual while the 
accountant is frequently the first 
“judge” to consider the tax issues. And 
despite the law’s possible ambiguity, 
and possible disagreement between the 
Treasury and the courts, and conjecture 
as to how an issue will be viewed by 
the examining revenue agent, he will 
nevertheless undertake to evaluate the 
provision for taxes as reasonably as 
his considered judgment will permit. 
But it is terribly difficult in some cases 

and particularly in those areas of the 
tax law where there is disagreement 
between the Treasury and the courts 
or where because of the law’s ambigui- 
ties the Treasury simply has not issued 
regulations. And the problem multiplies 
with the lapse of each succeeding year 
during which the question remains un- 
settled. 


Percentage Depletion 

Let’s, take for example the problems 
that have arisen with producers of 
various minerals and ores under the 
percentage depletion provisions of the 
Code. 

Of about 450,000 corporations filing 
tax returns in the United States that 
show taxable income (there are about 
700,000 altogether), only a_ relatively 
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few are mineral producers. However, 





percentage depletion is a_ significant } 


factor in computing the taxes of these 
mineral producers because the allow. 
ance can range as high as 50 per cent 
of the taxpayer’s income before Federal 
income tax. And with a 52 per cent 
rate, it follows that the 
allowance on reported earn. 


income: tax 
effect of this 
ings for the 
cent. Thus, percentage depletion can 
have a material effect upon tax liability 
and resultant earnings in this industry, 
Percentage depletion has applied to 
gas, and a few other 
ores and minerals since the early °30s. 
However, in 1951, some thirty addi- 
tional minerals were added to the list. 
and in 1954 percentage depletion was 
extended to all useful minerals except 
those extracted from sea water or air. 
The 1951 and 1954 extensions of the 
provisions to new minerals created new 
problems. And it takes more than a 
tax specialist to resolve some of those 
problems. For example, take this prob- 
lem of mineral classification. The 1951 
Revenue Act accorded depletion of 15 
per cent to quartzite and 5 per cent to 
sand. The question promptly arose as to 


oil, coal, iron 


what is quartzite as distinguished from 
sand? A reference to various technical 
authorities disclosed that there is a 
difference of opinion as to the attributes 
and properties of quartzite. The princi- 
pal difference revolved around the so- 
called “fracture test.” Some _petrogra- 
phers insisted that to be classified as 
quartzite, the sand grains of the quartz 
rock must be so firmly cemented _ to- 
gether that when fractured, the break 
must occur through rather than around 
the Otherwise, they asserted, 
the rock is merely sandstone and 
not a quartzite. Others insisted that 
the fracture test is not a necessary 
requisite of quartzite—that it is other 
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characteristics that govern. The result 
was a battle of geologists and petrog- 
raphers with two-thirds of a depletion 
deduction at stake in the cases of those 
producers whose mineral did not meet 
the fracture test. There’s a decision 
pending in the Tax Court on the ques- 
tion right now. (This problem dissolved 
for years after 1953—the 1954 Code 
accords the 15 per cent rate to quartz 


rock.) 


In the meanwhile, where the scientists 
differ in classifying a particular mineral 
and where the classification has such 
an important bearing on the company’s 
tax liability, it is exceedingly difficult 
for the certifying accountant to evalu- 
ate the reasonableness of the tax accrual 
for the years involved with any degree 
of certainty. 


The second great problem in the 
percentage depletion area is the prob- 
lem of the “cut-off” point. The Code 
provides that the applicable depletion 
rates are to be applied to the value of 
“the commercially marketable mineral 
product”; but there then follows a 
description of certain specific technical 
processes that are either includible or 
excludible in determining the base to 
which the applicable rate is to be ap- 
plied. As applied to some minerals 
there appears to be a conflict 
some of the “excludible” types of proc- 
esses would have to be “included” to 
produce the “commercially marketable 


since 


mineral product.” 


In these cases, the Treasury has 
taken the stand that it is the nature of 
the process which controls: that if the 
process is, say, a heat process, one in- 
volving a chemical change or one in- 
volving fine pulverization, the depletable 
value of the mineral must be determined 


ala stage short of these processes— 
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regardless of whether the product is 
customarily sold at that stage. And to 
determine the value of the mineral at 
such intermediate stage for depletion 
purposes, the Treasury has used a “pro- 
portionate cost” formula. 


A rash of litigation has resulted from 
taxpayers’ claiming on the one hand 
that they are entitled to percentage de- 
pletion on the market value of their 
finished product, and the Treasury in- 
sisting on the other that the “cut-off” 
point is at some stage short of the fin- 
ished product. And practically every 
important reported case over a fifteen- 
year period has resolved the issue in the 
taxpayer's favor. 


Not only has the “proportionate cost” 
formula been impugned but the follow- 
ing processes in effect have been held 
to be “includible” in arriving at the 
“commercially marketable mineral prod- 
uct”: the furnacing of quicksilver ores? 
and the pulverization of tale? «? (both 
later specifically added to the Code it- 
self), the molding of tale into crayons,’ 
the pulverization of  gilsonite,* the 
“burning” of structural brick and tile,® 
the “burning” of refractory brick,® and 
the kiln process used in converting ce- 
ment rock into cement.‘ The Treasury 
has yet to accept the principle enunci- 
ated by the Tax Court and five circuits, 
and since there is no conflict among the 
circuits, it may be difficult for the 
Treasury to get the question considered 
by the Supreme Court. 


In the light of the long history of 
litigation on this issue, the Treasury’s 
reluctance to concur in the various de- 
cisions and Congress’s apparent reluc- 
tance to further clarify its intent, it 
is fairly difficult for the first “judge,” 
the accountant, to accurately appraise 
the tax liability of a taxpayer “caught 
in the middle.” 
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The Taxability of Foreign Income 


Another area in which there may be 
major problems is with reference to 
the U.S. taxability of foreign income. 
While over 90 per cent of U.S. private 
investments in foreign countries are 
held by less than 500 American com- 
panies, the tax problems are becoming 
increasingly significant because of the 
recent of 
American business into foreign coun- 
Indeed, the balance of private 
has than 


unprecedented — expansion 
tries. 
investments abroad more 


doubled since 1948. 


There is rarely a serious U.S. tax 
problem where the American company 
operates through a foreign branch. The 
branch’s earnings are currently taxable 
in the U.S. unless they are subject to 
blocked currency restrictions. Likewise, 
there is no great problem where the 
American company has a foreign sub- 
sidiary which purchases its own raw 
material from outside sources, conducts 
its own manufacturing activities, and 
sells its product to foreign customers; 
that is, where the foreign subsidiary is 
reasonably independent of the parent 
business in the 
In the of 
the foreign subsidiary is clearly not 
taxable to the domestic parent. When 
and if dividends or other distributions 


and does not conduct 


inks, such a case, income 


are received by the parent, a U.S. tax 
thereon will be incurred—but not until 
then. 


Most foreign arrangements, however, 
are not as clear-cut as the one in the 
example; i.e., usually the foreign sub- 
sidiary is not as independent of the par- 
ent. Sometimes the U. S. parent does 
the manufacturing in the U. S. and sells 
its product to the subsidiary, which in 
turn sells it abroad; or the foreign com- 
pany manufacture — the 
abroad and sell it to the parent com- 


may product 
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pany, which in turn resells it in the) 
U.S. Or finally, the parent may simp; 
supply the subsidiary with raw materia 
or vice versa. In any event, the inter. 


company purchases and sales may pro. 


voke a question as to the fairness of 
prices charged or paid by the American 
company and the resultant reasonable.) 
ness of the allocation of net income be.) 
tween the two entities. If there is eal 
unreasonable “assignment” of income to 
the foreign subsidiary, the U. S. parent 
can be subjected to tax thereon. 


~ 


However, “reasonableness” may be a 
rather nebulous thing. What the Treas. 
ury may consider as reasonable in dne 
case may not be considered as _reason- 
able in another. And the courts may 
differ as to the reasonableness of a par. 
ticular arrangement. However, neither } 
the Treasury nor the courts will pass 
on the reasonableness of such an ar- 
rangement until the matter is brought 
officially before them — usually some 
years after the event. Therefore, the 
first independent determination as to | 
reasonableness is made by the certify: 
ing accountant — he becomes the first 
referee or “judge” to consider the prob- 
Jem in all its aspects—and the amount 
of accrued taxes in the company’s bal- 
ance sheet or provision in its income 
statement should reflect the accountant’s 
judgment with 


considered reference 


thereto. 


The tax aspects of the problem can 
become even more abstruse where the 
foreign subsidiary is incorporated in 4 
“profit sanctuary” or “tax haven,” such 
as Lichtenstein, Liberia or Panama. The 
income tax rates in those countries are 
very low. What’s more, corporations 
organized under their laws are not liable 
for any income taxes on dividends or 
income _ attributable 


of the 





other to sources 


outside respective countries. 
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Thus, these countries are a sort of tax 
Shangri-La — offering virtual freedom 
from taxation of foreign profits of U. S. 
firms operating abroad. Of course, the 
profits ultimately will be taxed in the 
U. S.—when they are “pulled down” by 
the American parent as dividends or on 
liquidation. However, one of the ad- 
vantages of these foreign subsidiaries is 
the opportunity to reinvest the foreign 
profits in other foreign operations be- 
fore they are subject to tax. 

The potential tax benefits from estab- 
lishing subsidiaries in foreign tax hav- 
ens has inspired a great deal of pub- 
licity—in the Wall Street Journal, in 
lectures, and in technical papers and 
pamphlets. Thus, the Treasury has ac- 
celerated its scrutiny of the methods es- 
tablished for foreign expansion by 
American industries. When the foreign 
corporation is deemed to be a sham, or- 
ganized solely for the purpose of divert- 
ing domestic taxable income to foreign 
countries, the Treasury has the power 
under Code section 482 to subject such 
income to U. S. taxes. Whether the 
Treasury and the courts will be “tough” 
or “soft” in reviewing these cases is 
conjectural—opinion ranges in both di- 
rections. In any event, the ultimate de- 
cision in a particular case can either 
result in or avert a large tax deficiency 
to the U. S. parent. In the meanwhile, 
what’s the certifying accountant to do in 
examining the statements of the Amer- 
ican parent? Again he’s got to be the 
first judge, and his judgment should be 
reasonably accurate. Among the tests 
that may help him in determining 
whether the personality and the income 
of the foreign subsidiary will be re- 
spected from a U. S. tax viewpoint are 
these : 

1. Is there a sound business reason 
for the division of business between the 
parent and its subsidiary ? 
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2. Is the division a logical and na- 
tural one or is it forced and artificial? 

3. Is there some geographical prox- 
imity between the foreign country of 
incorporation and the actual activities 
of the subsidiary? 

4, Is the foreign subsidiary self-sufli- 
cient; i.e., does it carry on its own busi- 
ness with its own capital, employees and 
accounting records? 

5. Is there arbitrary shifting of prop- 
erty from parent to subsidiary? 

6. Are transactions 
and subsidiary bona fide? 


between parent 


If the answers to these questions are 
fairly satisfactory, the tax accrual can be 
determined with some certainty; if not, 
the accuracy of the accrual may be in 
doubt. 


Tax Effects of Changes in Accounting 


Still another area of doubt is that in- 
volving the tax effects of changes in ac- 
counting, particularly where they in- 
volve the correction of an erroneous 
method. The problem concerns the ap- 
plication of new Code section 481 to 
such changes. 

Let me illustrate: Taxpayers some- 
times keep books and file tax returns 
on the cash basis even though the pres- 
ence of inventories would dictate that 
the accrual basis should be used. Also, 
despite the long-standing requirements 
of the Code and regulations, the use of 
improper inventory pricing methods 
still persists. Generally, the effect is an 
undervaluation or understatement of the 
inventory. Over a period of years the 
understatement or “increment” tends to 
grow as price levels rise. 

In requiring taxpayers to shift over 
to the correct method of computing tax- 
able income, in these instances, the 
Treasury formerly attempted to tax ail 
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the accumulated increment as income in 
the year of the change-over. However, 
its efforts were largely defeated in the 
courts. Most decisions held, for ex- 
ample, that the increment could not be 
restored to the closing inventory of the 
year under review without similarly ad- 
justing the opening inventory.’ Because 
most of the increment had originated in 
prior closed years and old section 3801 
(now 1311) was inapplicable to those 
situations, a great amount of income 
escaped tax altogether in the switch- 
overs. 

Congress sought to correct this situa- 
tion by the enactment of section 481 of 
the 1954 Code, which provides, inter 
alia, that when a taxpayer’s method of 
accounting is changed, adjustments must 
be made to prevent income from. being 
omitted or duplicated. The adjustment 
in proper circumstances may. be spread 
over a three-year period. A primary in- 
tent of this provision is to permit the in- 
clusion of the untaxed increment in the 
closing inventory in the year of “dis- 
covery” without making a similar ad- 
justment to the opening inventory. 

However, a saving clause states that 
“there shall not be taken into account 
any adjustment in respect of any tax- 
able year to which this section does 
not apply.” The section applies only 
to taxable years beginning after 1953, 
and the Finance Committee’s report 
makes it clear that “the portion of the 
net transitional adjustment which cor- 
rects errors made prior to 1954 will not 
be made.” Therefore, while the Treas- 
ury is now authorized to tax increment 
arising after 1953 at the time an er- 
roneous accounting method is corrected 
even though the statute of limitations 
may have closed the intervening years, 
the taxpayer is nevertheless protected 
from the taxing of increment that arose 
in years prior to 1954, 
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That conclusion is reached easily 
enough. However, a snag or two de. 
velops upon further analysis of section 
481. While taxpayers who have been 
using an erroneous method of account. 
ing in the past now have an oppor. 


tunity to correct the method without | 


disastrous tax consequences, by its word. 
ing the section does not apply only to 
corrections of erroneous methods. | 
applies to all changes in accounting 
methods. Therefore, taxpayers regularly 
and properly reporting on the cash basis 
prior to 1954, ostensibly may change 
to the accrual basis thereafter without 
paying tax on pre-1954 receivables. And 
it is understood that the Commissioner's 
permission to make such change has 
been sought by many such taxpayers. 
The result, if permission to make these 
changes were to be granted by the Com- 
missioner, would be a significant loss 
of revenue. Thus, it is understood that 
action on such applications has been 
delayed by the Commissioner because 
of doubt that Congress intended such in 
general application of the new section. 

And that isn’t all. There is also a 
question as to the applicability: of sec: 
tion 481 to changes in accounting that 
involve regularly recurring items of in- 
come or expense which have been con- 
sistently reported in the wrong taxable 
year. Such items might include, for ex- 
ample, State and local taxes, vacation 
pay or rental income. This type of 
item involves no “increment” as such. 
It isn’t like an inventory or a receivable, 
the balance of which may carry over 
from year to year. It simply is an an 
nually recurring item which is subject 
to the fixed rules as to the proper year 
of accrual or deduction. And_ these 
fixed rules are not affected by the fact 
of an omission of income or duplication 
of deduction in a prior closed year.® It 
is difficult to rationally apply section 481 
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to the correction of this type of item— 
and yet the Committee Reports infer 
that the intended to so 
apply. 

Well. these probably are the prob- 
lems that have confronted the Treasury 
in its analysis of section 481. Whether 
it will conclude that section 481 is sim- 
ply unworkable is conjectural. Per- 
haps it will seek clarifying legislation 
from Congress. In any event, the Treas- 
ury has neither issued nor proposed any 
regulations under the section. 

And these also are the problems that 
beset the accountant in attempting to 
reflect the tax results of a correction of 
accounting in a client’s tax accrual. 
Perhaps this is an area where an ac- 
crual of tax on pre-1954 increment or a 
pre-1954 double deduction is in order— 
since a correction in many cases in- 
volves a net credit to income or surplus. 


section was 


Loss Carry-Over or No Loss Carry-Over 

Finally, there is a doubt existing in 
connection with the acquisition of a net 
operating loss carry-over in connection 
with certain types of reorganizations. 
And the availability or nonavailability 
of such a loss to an acquiring corpora- 
tion may have a singular and material 
effect upon its tax accrual. Here is this 
highly technical problem. ' 

Code section 381(c) (1) provides for 
the transfer of existing net operating 
loss carry-overs to an acquiring corpo- 
ration in these types of reorganizations. 
If the shareholders (or former share- 
holders) of the “loss” corporation own 
at least 20 per cent of the “profit” cor- 
poration immediately following the re- 
organization, the carry-overs may be 
available in full since the limitation 
imposed by section 382(b) is not effec- 
tive. 

For example, assume that Corpora- 
tion A, having outstanding capital stock 


with a fair market value of $400,000, 
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issues additional voting stock worth 
$100,000 to the shareholders of Corpo- 
ration B (a “loss” corporation) in ex- 
change for all the outstanding stock of 
that company. The existing loss carry- 
over in the amount of, say, $100,000 
would be available to Corporation A 
upon liquidation of Corporation B. 


However, if Corporation B’s net as- 
sets have an adjusted basis of, say, 
$250,000, the entire loss carry-over may 
be disallowed Corporation A under the 
provisions of section 269. The purpose 
of acquisition would be_ particularly 
suspect since it would appear that a 
substantially disproportionate amount 
($100,000 of stock) was exchanged for 
$250,000 of net assets plus $52,000 tax 
benefits to be realized from the carry- 
overs (section 269(c) ). 


According to the committee reports 
on section 382, the danger of the appli- 
cation of section 269 is avoided if the 
limitations imposed by the former sec- 
tion are effective. Thus, had Corpora- 
tion A’s stock issued in exchange for 
the stock of Corporation B been limited 
to $93,826, five per cent of the carry- 
over would have been sacrificed, since 
the former shareholders of Corporation 
B would only have a 19 per cent’ in- 
terest after the exchange. Thus, the 
relinquishing of five per cent of the 
loss would seem to constitute “insur- 
ance” for retaining the balance of the 
loss. 


It is now understood that the Treas- 
ury does not agree with the plain word- 
ing of the Committee report that section 
269 is not applicable in a case where 
the limitations which are imposed by 
section 382(b) obtain. Therefore, the 
accountant confronted with estimating 
the adequacy of a tax accrual of a 
corporation which has acquired a loss 
corporation under such circumstances 
is confronted with a problem. And 
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the ultimate outcome of that problem is 
very highly conjectural. 


Conclusion 


This and all the other doubtful areas 
of our tax law make difficult the deter- 
mination and presentation of the liabil- 
ity or provision for income taxes. Not- 
withstanding the many difficulties, it is 
nevertheless incumbent upon account- 
ants to make as accurate a determina- 
tion as is humanly possible, so that net 
worth and income are not materially 
overstated—nor materially understated. 
I add the latter because while over- 
statements are primarily to be avoided, 
understatements are only slightly less 
serious. If overstatements were the 
only evil, they almost always could be 
avoided by anticipating even the most 
remotely contingent possibility of tax 


and the Tax Law 


deficiencies—that is by being “ultra. | 
conservative.” However, this has if 
well known drawbacks, and thus ultra. | 
conservatism can never be a satisfactory 
substitute for the exercise and applica- 
tion of objective and reasonable judg. 
ment. The accountant therefore is 
charged with determining as accurately 
as possible the most reasonably correct 
liability and provision for income taxes 
in the light of the law, the interpreta- 
tions thereof and their application to 
the given fact situation. He may not 
pass on this responsibility for evalua- 
ting the reasonableness of tax accruals 
to management or to legal counsel—al- 
though he may receive comfort from 
both. As a practical matter, the deter- 
mination is a responsibility which the 
accounting profession must and does 
accept. 


— 
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By P. N. Wenr, Jr., C.PLA. 


| Alternative Auditing Procedures 


Statement on Auditing Procedure No. 26 has aroused renewed 
interest in the subject of procedures alternative to the extended 


procedures. 


What are these alternative procedures, when can 


they be used, and what are the possibilities for their develop- 


ment? 


Statement on Auditing Procedure No. 
26 issued in April, 1956, has defined cer- 
tain standards applicable to opinions 
rendered by independent certified public 
accountants, in all cases where extended 
auditing procedures (i.e. confirmation 
of accounts receivable and physical ob- 
servation of inventories) have not been 
carried out. The Statement requires the 
accountant to disclose, in the scope sec- 
tion of his report, the omission of either 
extended procedure, and requires him 
to state (if he intends to express an un- 
qualified opinion) that he has satisfied 
himself by means of “other auditing pro- 
cedures.” The Statement applies when 
either receivables or inventories are a 
material factor in the balance sheet, and 
whether or not the undertaking of the 
extended procedures was practicable or 
reasonable. Previously, under the Codi- 
fication of Statements on Auditing Pro- 
cedure, the accountant who omitted an 
extended procedure was required to 
mention the omission, but he was not 
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These and related questions are reviewed in this article. 


required to state whether he had satisfied 
himself by use of other auditing pro- 
cedures, even though many accountants 
did so state. 


The Nature of Alternative Procedures 


An alternate procedure is acceptable 
only when the accountant finds comple- 
tion of extended procedures imprac- 
ticable or unreasonable. Alternate pro- 
cedures are not for convenience. The 
objective in adopting extended proce- 
dures was to bring auditing closer to 
reality. Examination of paper evidence 
of any sort is less than basic if the pos- 
sibility exists—and it usually does—of 
getting closer to the real facts which the 
figures represent. What better proof is 
there of a receivable than for the debtor 
to tell the accountant that the balance 
per the client's records is accurately 
stated? What better proof is there of the 
existence of inventory than to see it? 
Therefore, if the alternative procedure is 
to be an acceptable substitute, it should 
be as basic as the extended procedures. 

A substitution or alternate should not 
be confused with a mere variation in 
method. For example, a company ac- 
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cumulated costs for units being produced 
under various contracts through a sys- 
tem which grouped costs on essentially 
a job-order basis. Upon completion of a 
contract and delivery of the units, all 
related amounts in inventory were 
written off. No physical inventory was 
taken of work-in-process because there 
was no way of valuing the components, 
but accounting procedures were well 
controlled. The independent accountant 
was able to go to the production floor 
and there identify major components 
of selected contracts. This procedure 
was one method of complying with the 
requirement for physical observation of 
inventory, which enabled the accountant 
to form an opinion. There may be many 
different ways to observe the physical 
inventory. 

Neither should an alternative be con- 
fused with the scope or extent of the ex- 
amination. Increasing a test to include 
more samples, attempting to dig deeper, 
investigating more minutely—all these 
offer no alternative to an extended pro- 
cedure. 


Situations do arise where, for one 
reason or another, the accountant is un- 
able to send confirmations or make phys- 
ical observations. In the past, confirma- 
tion requests sent to many government 
organizations have brought no return. 
During the war, production requirements 
may have made inventory taking im- 
possible in certain industries. Sometimes 
auditors are appointed to examine an 
earlier year, perhaps to conform to an 
SEC requirement. Inventory observation 
may not be practicable in “first audits.” 
These situations present possibilities for 
using other procedures. 


In deciding upon other procedures to 
be employed, the accountant bears in 
mind that he has the burden of justify- 
ing any opinion expressed; in accord- 
ance with Statement No. 23, he should 
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either express an opinion or state why 
he cannot do so. 


Accounts Receivable 


Accounting authorities have not en. 
couraged other procedures in lieu of 
confirmation, yet the door has been left 
open in Statement on Auditing Proce. 
dure No. 18, issued in January, 1943, 
pertaining to amounts due from govern. 
ment agencies. Statement No. 18 states: 
“In many, and perhaps most, cases the 
independent auditor may be able, by 
reference to shipping records, contracts, 
correspondence, or other evidence, or 
evidence of subsequent collection, to 
satisfy himself on a test basis as to the 
validity of these receivables.” In_ the 
normal course of an audit, the records 
mentioned are tested in addition to the 
confirmation request. Consequently, no 
real alternative exists in the examination 
of records alone. On a theoretical basis, 
procedures which are acceptable for test- 
ing the reality of any receivable should 
be uniformly acceptable to all receiv- 
ables, so that any procedure applied to 
government agency receivables should 
be equally valid with respect to other 
receivables. As a practical matter, it is 
expedient to give government receivables 
the special consideration outlined in 
Statement No. 18. 

Control of receivable collections, how- 
ever, would seem to offer a satisfactory 
alternate procedure. Montgomery (Au- 
diting, seventh edition, p. 161) says “the 
examination of remittances and remit: 
tance advices as they are received ap- 
pears to be the best alternative to con- 
firmation.” Control of collections re- 
duces dependence on internal control. 
A signature on a check would seem to be 
as valid a proof of debt as a signature on 
a confirmation. As there have been no- 
torious instances where receivables did 
not exist, accountants have become ex: 
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Alternative Auditing Procedures 


tremely cautious. A shadow of doubt re- 
mains that there may be some manipula- 
tion of cash receipts, some lapping op- 
eration unknown to the auditor, and 
since he has not contacted the debtor 
directly himself, a suspicion of fraud 
may exist. Control of receipts by the 
auditor should relieve suspicion, and it 
would seem that confirmation could be 
omitted, but only in very special circum- 
stances. Within the present requirements 
of Statement No. 26, disclosure and a 
statement as to satisfaction are neverthe- 
less required. 


Inventories 

An alternate procedure as applied to 
inventory would in some way have to 
prove that the inventory was physically 
existent. It is the practice to request 
confirmation from public warehouses, or 
from customers or processors who are 
holding inventory, in lieu of physical 
observation. Through bitter experience 
it has also become the practice to deter- 
mine that the warehouses exist. Usually, 
inventories subject to confirmation are a 
small portion of the entire inventory, but 
sufficiently important to merii attention. 
Likewise, inventory in transit can usu- 
ally be substantiated by adequate docu- 
mentary evidence, if not actually con- 
firmed. : 

When the accountant says that he has 
satisfied himself by means of other pro- 
cedures he is saying that he is sure of the 
existence and accuracy of stated inven- 
tory quantities. Even though the ac- 
countant enlarges the scope of his inves- 
tigation, it is probable that any other 
procedure he might apply would be one 
of the same procedures already used in 
addition to physical observation. Exam- 
ination of additional documents and 
other evidences would supplement stand- 
ard procedures, but normally would not 
constitute an alternative. 

An unusual situation arises when an 
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accountant makes a first examination 
covering a period of years for inclusion 
in an SEC registration. The accountant 
had no contact with beginning inventory. 
but had observed the physical count re- 
lated to the balance sheet date. Observa- 
tion of the beginning inventory would 
not be applicable in the circumstances. 
If the accountant has been able to satisfy 
himself by reference to the available 
stock records, receiving and shipping 
documents, etc. (alternate procedures), 
it is usually not necessary to disclose the 
omission of the extended procedure. 
Thus alternate procedures have been ac- 
cepted because extended procedures are 
not applicable in the circumstances. The 
related income statements, if more than 
one year is involved, can be certified to 
“in the aggregate.” In this situation it 
is the effect of beginning inventory on 
the income statements for a period of 
years that requires consideration for al- 
ternative procedures. It is easier for the 
accountant to satisfy himself that income 
in the aggregate for several periods has 
been fairly stated than to satisfy himself 
as to the balance sheet status several 
years before. 

In the absence of any unusual situa- 
tion, an accountant who can or will cer- 
tify to the existence of physical inven- 
tory on the sole basis of inspecting 
papers is a brave man indeed, even 
though certain accounting authorities 
suggest this may be possible. Within the 
present requirements of Statement No. 
26, the accountant has no option. If he 
has not observed the physical inventory 
count, he must disclose the omission and, 
unless he qualifies his opinion, state that 
he has satisfied himself by means of 
other auditing procedures—a difficult 
thing to accomplish. 


Conclusion 


The most recent edition of ‘“Account- 
ing Trends and Techniques” (tenth edi- 
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tion, 1956) surveyed 600 companies 
whose financial reports were issued, for 
the most part, before Statement No. 26. 
Omission of accounts receivable confir- 
mation was disclosed in 53 reports, of 
which 48 stated the receivables were due 
(The 


government has discouraged confirma- 


from government organizations. 


tion requests until recently.) Al! 53 re- 
ports stated that other procedures had 
been applied. The remaining 5 reports— 
less than one percent of the sample- 
are those which would require special 
consideration as to alternate procedures, 
The same study cited 6 reports which 
indicated there had been no_ physical 
observation of the inventory. Of these, 
3 stated that alternate procedures were 
employed, one explained the alternatives 
by reference to a physical count ob- 
served by independent appraisers, while 
the remaining reports made no refer- 


These references speak of test examina. 
tion of purchases and sales, records of 
standard materials required to finish 
products, gross profits ratio analysis, 
etc. As previously mentioned, these pro. 
cedures are only normal audit proced. 
ures supplemental to physical observa- 
tion and do not seem to point the way 
to developing new standards. 

If we assume extended procedures 
were applied for the balance of the 600 
companies, the real need for developing 
other procedures appears small indeed, 
If the trend in confirming receivables 
may be considered representative, the 
number of confirmation omissions has 
declined from 67 in 1953, to 56 in 1954, 
to 53 in 1955. The Codification of State: 
ments on Auditing Procedure points out 
that other procedures can be satisfac. 
torily employed only in rare situations. 
The special situations in which an ace- 


countant is not able to apply extended 
procedures are so few that the develop. 
ment of alternative procedures may have 
little more than academic interest. 


ence to any other procedure. 
Certain companies cited in the study 
refer to alternate procedures in  con- 


nection with beginning inventories. 


Reporting on Use of “Other Procedures” 


Accordingly, it is the view of the committee that, in all cases in which 
the extended procedures are not carried out with respect to inventories or re- 
ceivables as at the end of the period or year* and they are a material factor, 
the independent certified public accountant should not only disclose, in the 
general scope section of his report, whether short or long form, the omission 
of the procedures, regardless of whether or not they are practicable and 
reasonable, but also should state that he has satisfied himself by means of 
other auditing procedures if he intends to express an unqualified opinion.... 


Codification of Statements on Auditing Procedure points out that 
“other procedures” can be satisfactorily employed only in rare situations 
in which the “extended procedures” are applicable and are not used. It is 


the intention of the committee to withdraw in any way from its 


previous conclusion in this respect. 


not 


* Under appropriate circumstances, the procedures may be carried out 
at times other than at the end of the period or year. 
STATEMENT ON AupITING ProcepurE No, 26, Com- 


mittee on Auditing Procedure, the American 
Institute of Certified Public Accountants, 1956. 
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New York City Excise Taxes — 
Some Current Cases and Problems 


By Herpert M. Haser, C.P.A. 


Test-check audits, protest requirements and audits by mail are some of the 
current matters discussed, together with a commentary on what the author 
views aS certain inequities experienced by the New York City taxpayer. 


New York City excise taxes, though 
local in nature, are growing in signifi- 
cance through the added impact of in- 
creasingly higher rates, new taxes and 
the public’s awareness of the rapidly 
increasing cost of our municipal govern- 
ment. These combined factors have cre- 
ated the pressure for strict enforcement 
of collection by the City and, conversely, 
the stiffer resistance on the part of the 
taxpayer to being unjustly taxed. With 
greater amounts of money at stake, tax- 
payers no longer find themselves in the 
mood for compromise, with the result 
that there is an increasing tendency to 
resort to the courts. This has given rise 
to a growing body of important judicial 


opinions. 





Herpert M. Haper, C.P.A. and member 
of the New York Bar, is a partner in 
the firm of Gilbert Paneth and Com- 
pany, Certified Public Accountants. 
This article has been adapted by the 
author from a paper presented by him 
at the May 6, 1957 technical meeting 
of the Society held under the auspices 
of the Committee on Municipal and 
Local Taxation. 
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The W. T. Grant Case 

Perhaps the most important of the 
past year’s judicial decisions was in the 
case of W. T. Grant Company v. Joseph 
(Court of Appeals, January 10, 1957, 
affirming 286 App. Div. 995,144 N.Y.S. 
2d 713, 1955). The Court of Appeals 
upheld the City in its use of the “test 
check audit.” Despite the publicity 
given to the decision and the supposed 
outraged indignation of the City’s tax- 
payers, the case served both to clarify 
and substantiate the method of audit 
procedure that has been employed by 
the City for many years. 

W. T. Grant failed to comply with 
the record-keeping provisions of the 
Sales Tax Law when it kept no records 
of individual sales. Even cash register 
tapes or sales slips were not maintained, 
nor was any record kept of the amount 
of tax charged or required to be charged 
on such individual sales. Sales clerks 
collected the sales taxes and placed the 
monies in a metal box attached to the 
cash register. The tax receipts were then 
segregated and remitted to the City 
quarterly. W. T. Grant paid the City 
either the taxes actually collected or 
2% of its aggregate receipts, which- 
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ever was greater. No attempt was made 
to pay the tax on the basis of amount of 
tax charged or required to be charged. 
whichever was greater. 

The Court determined that the Comp- 
troller, from the broad, general power 
given to him in the Administrative Code 
and Sales Tax Regulations to estimate 
sales tax liability “on the basis of ex- 
ternal indices and other factors,” acted 
properly in the use of the test check 
audit in this case. In fact, W. T. Grant 
administered the test check itself, for a 
period of its own choosing, but being 
dissatisfied with the resulting $66,000 
additional assessment. attacked the de- 
termination as being arbitrary and with- 
out support. 

W. T. Grant contended that its lia- 
bility under the Sales Tax Law was 
either (1) that of a tax collector for 
the City, in which event it was liable 
only for the sales tax actually collected or 
(2) that of a taxpayer. in which event 
its liability was limited to an amount 
equal to 2% of its taxable sales, if that 
amount was greater than the amount 
actually collected. 

The Court overcame the first conten- 
tion by holding that not only does the 
vendor undertake the duty of a collect- 
ing trustee. but also the obligation to 
remit to the City the correct amount of 
tax that should be collected. And this 
function is not discharged by reasonable 
diligence alone. but by the complete 
satisfaction of the vendor’s entire obli- 
gation. 

The Court overcame taxpayer's sec- 
ond argument by stating that the sec- 
tion of the Administrative Code that 
provides for the imposing of a 2% tax 
must be read together with the section 
authorizing the Comptroller to prescribe 
schedules of the amounts to be collected 
from purchasers so as to eliminate frac- 


tions of one cent. Since the vendor is 
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liable for the collection of the tax to 
be paid by the purchaser, the vendor 
and purchaser are liable for the same 
amount of tax. W. T. Grant’s conten. 
tion improperly implied that although 
the purchaser’s liability for payment of 
tax could exceed 2%, the vendor’s lia- 
bility for turning the tax collected or 
charged over to the City was limited 
to the amount collected or 2%, which- 
ever was greater. 

The W. T. Grant case places every 
New York City vendor on notice as to 
what to expect in the way of a test check 
audit and the records required to pre- 
vent such an audit. Taxpayers will 
probably find it less expensive to suffer 
along with the test check than install the 
necessary accounting controls and hire 
the necessary help to abide by this de- 


cision. 


More Test Check 


In Commodore Hotel, Inc. v. Gerosa, 
the Appellate Division of the N. Y. 
Supreme Court, on December 4, 1956. 
held that a one-day test check audit is 
inadequate in attempting to cover a 
three-year period. Furthermore, the 
deficiency for the day was negligible 
and the City should have made a further 


check. 


Protest Requirement 


The problem of the protest require- 
ment of the General Business Tax Law 
will soon be academic. On April 29th. 
Governor Harriman signed the bill 
amending the enabling act to eliminate 
the protest requirement. This move 
paves the way for the follow-through 
amendment necessary in the City Coun- 
cil. A welcome relief it will be, indeed. 
Never has a.tax provision created more 
hardship than the protest requirement. 
The situation, too, is reflected in many 
of the judicial decisions on the subject. 
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where we find ourselves reading judicial 
indignation. 

One of the best examples of this is 
last year’s Appellate Division decision 
in Mercury Machine Importing Corp. v. 
The City of N. Y. (App. Div., N. Y. 
Sup. Ct.. March 29, 1956, reversing 
Spec. Term). The plaintiff paid busi- 
ness taxes but not under protest. In 
order to sue for recovery of these gross 
receipts taxes paid in error, plaintiff 
maintained an action for money “had 
and received,” instead of a Section 78 
action as called for in the Regulations. 
The Court held for the plaintiff, stat- 
ing: “Here error precluded the possi- 
bility of protest, and hence the admin- 
istrative remedy was unavailable. Must 
plaintiff then be forever barred because 
he has selected a remedy so circum- 
scribed by conditions impossible of 
performance that it is in fact no remedy 
at all? A contention that a govern- 
mental body by setting up conditions 
nearly impossible of fulfillment can 
confer virtual immunity upon_ itself. 
free from any claims of unjust enrich- 
ment, is intolerable. Fundamentally, a 
governmental unit has no greater right 
than an individual to retain monies to 
which it is not rightfully entitled.” 


The City, having suffered the brunt 
of this scorn, is appealing the decision 
to the Court of Appeals, where it hopes 
action more favorable to it will be 
taken on the legal merits of the case. 


Declaratory Judgment 


An issue that bears mentioning is the 
question of the declaratory judgment. 
More and more, taxpayers are seeking 
ways to by-pass the Bureau of Excise 
Taxes in attempting to resolve their 
specific tax problems. The prevailing 
attitude is that a taxpayer can get a more 
sympathetic opinion from the courts 
than from the City’s administrative 
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agencies. The attitude may be correct, 
but the accomplishment is difficult. In 
two cases this past year, Thompson 
Starrett (N. Y. Sup. Ct., Spec. Term, 
April 24, 1956) and Excelsior Oil (N. Y. 
Sup. Ct., Spec. Term, June 12, 1956), 
the State Supreme Court reaffirmed a 
well established doctrine of administra- 
tive law-—that the remedy of a declara- 
tory judgment is not available unless 
the action is based on the unconstitu- 
tionality of the tax statute or the in- 
applicability of the tax statute to the 
taxpayer involving undisputed facts. 
And that is the problem. Most tax dif- 
ferences with the City arise out of 
disputed facts, and in such cases the 
taxpayer must exhaust his administra- 
tive remedies before resorting to the 
courts. 


Remission of Penalties 


In McCall Corp. v. Gerosa (App. 
Div., N. Y. Sup. Ct., October 23, 1956). 
the court conceded that the Comptroller 
has discretionary power to remit pen- 
alties, but should the Comptroller refuse 
to do so in a proper case, the tax- 
payer may seek court review of such 
refusal. The Court, in effect, can force 
the Comptroller to state reasons for his 
decision that a delay in payment was 
not excusable, if the Comptroller does 
not remit the penalties on his own 
initiative. 


The New Yorker Magazine Case 


One of the more important Gross 
Receipts Tax cases decided by the Ap- 
pellate Division was New Yorker Maga- 
zine Vv. Gerosa (App. Div., N. Y. Sup. 
Ct.. December 11, 1956). This case is 
of interest because of the Court’s at- 
tempt to reconcile its decision with 
that of United Piece Dye. 

As opposed to United Piece Dye, in 
New Yorker Magazine, only sales pro- 
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motional activities were handled outside $75,000 of annual sales or. less. The 
the State. and, according to the Court. following are some pertinent observa. } 
all publishing activities were in New _ tions. $ 
York City. The Court reasoned that 1. The tax return is supposedly pre. 
despite the fact that the magazine was J med correct as filed by taxpayer. The 
printed in another state by an inde- (jt, therefore. should be the one to Pp 
pendent contractor or that the paper  ;ebut the correctness of the return, and 
was warehoused in another state, the not place the burden on the taxpayer 
publication of the magazine was such a 1, overcome this initial presumption. By 
localized activity as to preclude the 
possibility of an allocation of advertising 2. An undue burden of work is 
receipts. The only way the New Yorker placed on the taxpayer and accountant; 
Magazine would be permitted such an this includes the request that taxpayer's 
allocation is if it maintained its own cancelled checks and file copies of all 
printing plant outside the state, instead prior returns be sent to the City as part T 
of using an independent contractor. The of the audit. a 
Court. in effect, is v6 deat that the 3. What will be the effect on a later of 
printing of a magazine is not part of its Deitel Wax amebeaiion 0k ax an pr 
publication activity when taxpayer does mission by taxpayer to an assessment 
not own its own printing plant, but it ae tundiselesed sales? And tha 
is W hen it does own its own plant. a ia tes cunt: ten siete onitt aden shai 
seemingly confusing result. the City uses Dun and Bradstreet indices 
to tell the taxpayer what his sales should T 
Audit by Mail be. based on such factors as gross profit on 
Many taxpayers have already had ex- percentages and inventory turnover. stati 
perience with the City’s new audit- In most cases, the taxpayer is too The 
by-mail procedure, which is currently small to afford a fight. Rightfully or on | 
heing imposed upon taxpayers of wrongfully, he pays the assessment. min 
reac 
: wha 
othe 
prol 
Accrual of Property Taxes tion 
Generally, the most acceptable basis of providing for property taxes is in tl 
monthly accrual on the taxpayer’s books during the fiscal period of the mint 
taxing authority for which the taxes are levied. The books will then show, lem 
at any closing date, the appropriate accrual or prepayment. sign 
It may be argued that the entire amount of tax should logically be of : 
accrued by the lien date. Advocates of this procedure vary from those who mist 
would accrue the tax by charges to income during the year ending on the — 
lien date, to those who urge setting up the full tax liability on the lien Gre 
date and charging the amount thereof to income during the subsequent of 
year. However, the basis described in the preceding paragraph is held by an 
the majority of accountants to be practical and satisfactory so long as it : 
is consistently followed. me 
F Soci 
RESTATEMENT AND REVISION OF ACCOUNTING RESEARCH BUL- is a 
LETINS, Committee on Accounting Procedure, AICPA, 1953. Nive 
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| Statistical Theory as an Aid In Testing 


Perpetual Inventory Records 


By Grecory M. Bont, C.P.A. 


The application of statistical methods in audit testing and sampling 
represents a relatively new approach. An informed evaluation of the 
potential utility of these methods is dependent upon an accumulation 


of appropriate case studies. 


This article is such a case study and 


presents a unique discussion of the problems involved in this area. 


There has been considerable writing 
on the theoretical aspects of applying 
statistical theory to auditing problems. 
There is. however, a paucity of literature 
on the actual problems faced in deter- 
mining what audit 
reached through statistical theory and 
what decisions must be reached through 
In most audit areas the 


decisions can be 


other means. 
problems are seldom limited to the ques- 
tion of estimating the number of errers 
in the subject matter audited, as deter- 
mined from a sample; the major prob- 
lem is generally one of knowing the 
significance and nature of many kinds 
of errors. Is an error an inadvertent 
mistake, a judgment error, or a calcu- 





Grecory M. Bont, C.P.A., is chairman 
of the Society’s Committee on Applica- 
tion of Statistical Methods to Account- 
ing and Auditing and a member of our 
Society's Board of Directors. Mr. Boni 
is a partner in the firm of Touche. 
Niven. Bailey & Smart. 
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lated fraud? All of this must be weighed 
in the light of surrounding significant 
facts and relationships. To demonstrate 
the manner in which interplay between 
statistical and other problems exists, the 
following case study is presented. This 
study, of course, deals only with those 
phases of the inventory examination to 
which statistical methods were applied 
and does not purport to present the en- 
tire program’ followed in the examina- 
tion of the inventory. 


Facts, Procedures and 
Conclusions 


The Overall Problem 


On an independent auditor’s engage- 
ment to examine for the first time the 
annual financial statements of a manu- 
facturing company, the methods de- 
scribed in this study were used to check 
the reliability of the physical quantities 
shown on perpetual inventory records 
of raw materials and purchased parts. 
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The inventory samples from which con- 
clusions were drawn were of a size and 
selected in a manner which gave recog- 
nition to statistical theories on the re- 
liability of results which were to be ex- 
pected. In addition, by use of statistical 
techniques, an estimate was made of the 
range within which errors in the inven- 
tory records might fall. However, as will 
be evident from the section on statistical 
concepts, refinements of statistical com- 
putations were ignored; final judgments 
were made on a qualitative basis using 
the statistical results primarily to mea- 
sure the seriousness of the problem 


involved. 


Statement of Facts 


The 


long-term government contracts. 


under 
The 


important contracts contain target-in- 


company manufactures 


centive clauses under which the larger 
part (usually 80%) of the costs of per- 
formance in excess of the target costs 
are recovered through increases in the 
sales price, but the price cannot exceed 
a stipulated ceiling price. Likewise, if 
costs are less than the target costs, sales 
prices are reduced by a stipulated per- 
centage of such cost saving. 

The differences between book inven- 
tories and physical inventories (inven- 
tory adjustments) must be allocated to 
the cost of performance of several con- 
tracts since the company has a con- 
siderable number of contracts in pro- 
cess, at Such 
cannot be specifically identified with 
individual contracts. It is important to 
observe that, unless the ceiling price un- 
der contracts has been reached, the 
company absorbs only 20% of inven- 
tory losses which do not arise from wil- 


any one time. losses 
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ful negligence. Furthermore, since cer. 
tain of the target prices are first set on 
a tentative basis subject to change after 
some of the performance has been com. 
pleted, to the extent that the inventory 
losses are known at the time of the 
setting of a firm target, the target price 
may be increased so that no loss will 
result. Accordingly, timely discovery of 
inventory adjustments considerably re. 
duces the extent of losses to be absorbed 
by the company. 

The company’s stock of material is 





maintained in three separate areas. In 
each of these areas the stock is con- | 
trolled by a different supervisor and 
handled by different employees. The 
segregation of stock to a large extent 
brings together similar types of items. 
For example, one area consists of sheet 
stock, bar stock, etc., that is, bulk items 
which require similar handling. Another 
area includes procurement items, such 
as various pieces of equipment which 
are packaged and individually handled. 
The third area includes large castings 
and forgings. Accordingly, each of the 
areas may be looked upon as a homo- 
geneous unit, both as to control and 
type of merchandise handled. It was 
considered desirable to make separate 
tests for each of the three areas so as to 
be able to discover any special condi- 
tions which might attach to each loca- 
tion. 

The perpetual inventory records of 
the company are maintained on IBM 
cards. A run of these cards was made 
as of September 30th in the year being 
examined. A summary reflecting the 
number of items and dollar value within 
each class of merchandise and within 
certain selected dollar groups is as fol: 


lows: 


September 
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Item Number Average 
Mdse. value of item 
class class items Value value 
$ $ $ 
l 0-500 8.056 631,256 72 
500-5,000 L251 1,591,646 1,272 
5,000 and up 148 1,594,955 10,770 
10,055 3,817,857 380 
2 0-500 8,900 976,553 64 
500—5,000 793 1,018,715 1,282 
5.000 and up 50 124,382 8.480 
9,743 2.019.651 207 
3 0-500 114,039 870.852 62 
500—5,000 1.643 1,952,138 1,188 
5,000 and up 297 5,311.988 17,880 
15,979 8,134,979 508 
36007 13.972,487 390 


The company does not take annual 
physical inventories. The perpetual rec- 
ords are compared with physical counts 
made by a group of employees who re- 
port directly to the assistant controller 
of the company. The program of count- 
ing provides that each item in the in- 
ventory records shall be counted at least 
once a year. From discussions with the 
people handling the counts and by 
scrutiny of their records of count, the 
independent auditors were satisfied that 
the number of counts made were as 
represented, 

The audit problem of the independent 


auditor involved substantiation of the 


inventory quantities of approximately 
39,000 different items reflected on per- 
petual records. Unless this could be 


done with a reasonably small sample. 
the problem would be almost insuper- 


able, 
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As a note on some of the factors 
entering into the determination of the 
materiality of inventories, it should be 
observed that the raw material inven- 
tories were approximately 15% of the 
total inventories. Because in the finan- 
cial statements progress payments were 
deducted from inventory amounts, the 
raw material inventories represented 
33 1/3% of the total current assets. 
Raw material inventories were greater 
than the net worth of the company and 
were approximately three times the net 
income for the year. However, the 
average of the net income for a number 
of years was roughly equivalent to the 
amount of the raw material inventories. 


Standards of Tolerance 


Procedures for physical contact with 
the inventory were broken into two 
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parts. First, a procedure was followed 
which would give information about 
the accuracy of the bookkeeping, thus 
providing one measure of the adequacy 
of the internal control. Secondly, a pro- 
cedure was followed which would dis- 
close whether or not inventory items 
were physically non-existent by reason 
of purposeful manipulation to an extent 
which would impair the reliability of 
the financial statements. 


As to the procedures for the first pur- 
pose, the audit program provided that 
if the maximum probable error in the 
accounts could exceed 2% of the net 
profits for the year, further instructions 
were to be requested from the partner 
in charge of the engagement. The tests 
for existence of fraud* were designed 
so that there were no more than 6 
chances in a 100 that 2% of the inven- 
tory value was non-existent or fictitious. 


These standards of tolerance are ad- 
mittedly closer than might be needed 
under ordinary standards on the mate- 
riality of inventory differences. Cer- 
tainly in the light of the fact that at 
worst the company would bear only 
20% of the total inventory shortages by 
reason of the type of contracts under 
which it operated, the standards of per- 
missible error set in the program were 
quite stringent. However, the program 
was designed to a standard of discovery 
deemed necessary from the point of 
view of client relationship, rather than 
to a standard of what differences in 
opinion the and the 
auditors on judgment matters could be 
tolerated in a financial statement. 


between client 


* For ease in expression, the words “fraud” 
or “fraudulent” are used throughout this article 
to mean errors which did not result from the 
regular operation of the established system 
but from specific intent not to conform with 
the regularly established system of operation. 
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Selection of the Sample 


The procedures followed for the 
checking of the accuracy of internal 
control were based upon the assump: 
tion that it was necessary to be able to 
estimate with very small chance of mis. 
take the maximum error which might! 
exist in the inventory accounts because 
of errors in quantity balances in the, 
perpetual inventory records. For this 
purpose, a sample of 120 items was se. 
lected for checking. This sample was 
drawn proportionately from each of the 
three inventory groups based upon the 
relative dollar amounts in each of the 
groups. Within each group the items 
were selected on a random basis. A 
table of random numbers was used and 
applied to the item number in the list- 
ing furnished by the client. Physical] 
counts were made of the merchandise 
covered by items so selected. The counts 
were tabulated and compared with the 
quantities shown by the perpetual ree- 
ords. The differences, in turn, were 
valued at the unit price of the  iten 
counted so that the dollar value of th 
differences was obtainable. (It is, 0 
course, understood that when making 
these comparisons certain problems ex- 
ist such as accounting for paper work 
in transit. Since these problems are nol 
germane to the present discussion, the 
steps taken to cover that area are nol 
discussed herein. ) 


In deciding upon 120 items as. the 
number to be sampled, a strict statistical 
computation was not made and the de- 
cision may be said to be somewhat 
arbitrary. However, certain. statistical 
theory was kept in mind. The first and 
most important consideration was that 
any _ statistical conclusions _ reached 
should be reliable and have their ordi- 
nary significance. Accordingly. the sam- 
ple size had to be in excess of the 
critical number of 30. Although it was 


September 





cons 
ple | 
ise 
the 

stral 
deer 
able 
each 
cant 
cons 
selec 
inve 
of 3 
as § 
with 
den 
rou 
und 
con! 
tory 
5% 
tory 
tole 


Ran 


hi 
the 
mig 
ord: 
fere 
In- 
this 
com 
diff 
creé 
the 
by 
tory 
tain 


Tr the 
aternal 
ssump- 
ible to 
f mis. 
might 
eCause 
in. the 
Yr this| 


| 


vas se- 
le was 
of the! 
on the 
of the 
items 
sis. A 
‘d and 
1e list. 
rysical | 
andise | 
counts 
th the 
il rec: 
were 
- iten 
of th 
is, 0 
aking 
ns eX- 
work 
re noi 
n. the 


‘e nol 


s_ the 
istical 
le de- 
ewhal 
istical 
t and 
; that 
ached 
ordi- 
sam: 
f the 


t was 


ember 





Statistical Theory as an Aid In Testing Perpetual Inventory Records 


considered necessary to stratify the sam- 
ple by the areas in which the merchan- 
dise was controlled, to further stratify 
the sample by the dollar size of the 
stratum within the group was not 
deemed advisable. To do so, and to be 
able to consider that the sampling of 
each dollar group in itself was signifi- 
cant would have required a sample of 
considerably larger size than the one 
selected. The sample size against each 
inventory group, however, is in excess 
of 30 so that results may be looked upon 
as statistically significant for the group 
without adjustments for loss in confi- 
dence. Secondly, the sample of 120 
roughly corresponds to the one required 
under a sequential sampling plan giving 
confidence that an undesirable inven- 
tory will not be accepted more than 
5% of the time when in fact the inven- 
tory is erroneous beyond the limits of 
tolerance set. 


Range of Error 


In order to obtain an estimate from 
the data so compiled of the error which 
might exist in the entire perpetual rec- 
ords, the average dollar amount of dif- 
ference per item counted was computed. 
In addition, the standard deviation of 
this average (sigma of the mean) was 
computed. The amount of the average 
difference per inventory item was in- 
creased and decreased by multiples of 
the standard deviation and multiplied 
by the number of items in the inven- 
tory. The following results were ob- 
tained: 

Understate- 
ment of 


Inventory 


Overstate- 
ment ot 
Inventory 


$ 83,000 


1 chance out of 2 $268,000 
1 chance out of 20 613,000 428,000 
3 chances out of 1,000 874,000 689,000 


The above table indicates that based 
on the sample the size of the error could 
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be startlingly large. Accordingly, at 
this point it was necessary to decide on 
the succeeding steps to be taken. The 
obvious choices were either to increase 
the size of the sample so that the range 
of possible over or understatement of 
inventory could be narrowed; or to 
make a qualitative analysis of the na- 
ture of the differences before deciding 
whether (1) to make additional counts, 
or (2) to be satisfied with the book in- 
ventory as satisfactorily stated, or (3) 
to have a complete physical inventory 
taken. If additional counts were to be 
made, the following formula would be 
used to determine the sample size: 


sie. ) 


The letters in the above formula have 
the following meaning: 


(35)- 
2% P 


35,777 


n = sample size. 

S = standard deviation (determined from 
the counts to this point—this is not 
the standard error). 


X = average error per item determined from 
counts thus far. 
P = estimated profit for the year (2% of 


the profit, prorated to each of the 
items in the sample, has been set up 
in this formula as the permissible 
variation). 


Classification of Errors 


After scrutinizing the data which had 
been tabulated, the auditors decided 
that the individual differences were of 
such magnitude that making additional 
counts could not possibly solve the prob- 
lem since the errors in the sample were 
of sufficient size to indicate that the 
records were worse than might normally 
be anticipated. Accordingly, it was 
necessary to determine the reasons for 
the errors which existed. An analysis 
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was thereupon undertaken of the trans- 
actions on the inventory cards for items 
on which the larger differences had 
developed. 


The analysis disclosed that the dif- 
ferences were entirely from identifiable 
bookkeeping errors. These errors fell 
primarily into the following categories: 


1. Requisitions for material had 
either not been posted at all or had been 
posted to the wrong card. (This resulted 
largely from errors in code numbers.) 


2. Adjustments made to inventory 
balances for differences between counts 
and book balances were largely errone- 
ous. (Internal auditors’ counts through- 
out the year were used as a basis for 
adjusting book records but without 
making necessary reconciliation for pa- 
per in transit. Accordingly, adjust- 
ments to so-called physical counts re- 
sulted in making book records erro- 
neous. ) 


By referring to bills of material and 
to quantities of completed products pro- 
duced, it was possible to ascertain that 
more material must have been used for 
production than was indicated by the 
perpetual inventory records and, there- 
fore, the conclusion was drawn that the 
differences between books and counts 
consisted largely of the failure to make 
entries for transfers of raw materials to 
the work-in-process account. Of course, 
to some extent if such transfers were 
made an increased cost of sales on items 
delivered prior to the inventory date 
would ensue. It was, therefore, neces- 
sary to evaluate whether the total over- 
statement of inventories which might 
result under these conditions was of 
such magnitude that the book inventory 
amount could not be used for financial 
statement purposes. 
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Evaluation of the Risks 


Assuming at the worst that the books 
overstated the inventory by $689,000, 
it was inconceivable, under the specific 
circumstances of this case, that more 
than half of this overstatement would 
not be acceptable as an allowable cos| 
against government contracts. By virtue 
of their analyses, the independent audi- 
tors satisfied themselves that the over- 
statement was not the result of a theft— 
for which the company might be held 
responsible—but that it was due solely 
to failure to make adequate charges to 





pore 


Soren 


the contracts for material actually con. | 
sumed. The only objection by the Gov. | 


ernment, therefore, could be that the 
losses related to contracts which were 
already completed. While the company 
might never be able to prove that this 


was not the case, the Government, in — 


turn, could not prove that this was the 
case, so that at least a fify-fifty com. 


promise could be anticipated. The stage 


of completion of the company’s con- 
tracts was such that in most cases ten- 
tative targets only were involved, and 
to the extent that the inventory losses 
were accepted as allowable costs, the 
company would obtain full recovery 
rather than 80% recovery. 


Therefore, it was reasoned that there 
were 3 chances out of a 1,000 that the 
company might suffer a loss of $345,000 
(one-half of $689,000). However, it was 
1 chance in 20 that the loss might be 
$215,000, and 1 chance out of 2 that 
the loss might be $41,500. After con- 
sidering all factors of materiality, the 
decision made that additional 
counts were not necessary and that the 
inventory could be accepted as stated. 


was 


It might be argued that, in view of 
the extensive work required to he done 
outside of the statistical computations, 
the statistical results were of little actual 
value. This, however, is not the case. 
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The definite answers which were pro- 
vided as to the possible size of the error 
sharpened the thinking as to the serious- 
ness of the problem, and the reasoning, 
after making the qualitative analysis, 
was far more definite than it otherwise 
could have been. 


Check for Bona Fides 

The comparison of quantities deter- 
mined by physical count with the quan- 
tities on the perpetual inventory records 
resulted in a decision that the accuracy, 
or the lack thereof, of the bookkeeping 
was within such bounds that the book 
inventory could be used without qualifi- 
cation for statement purposes. However, 
the counts did not constitute con- 
tact with a sufficient number of inven- 
tory items to be able to say that sub- 
stantially all of the items in the inven- 
tory have been handled with the same 
random chance of error-making. Or 
putting it another way, it is conceivable 
that even though the normal run of 
bookkeeping produces results within a 
certain size of error, either through the 
wholesale removal of merchandise, or 
through the preparation of fraudulent 
records, a portion of the inventory may, 
in fact, be non-existent because of forces 
which are different than those which 
produced the error measured by the 
sample. Accordingly, it was necessary 
to make some type of examination 
which would establish the bona fides 
of the items in inventory in addition 
to the examination which was made to 
establish the degree of accuracy of the 
bookkeeping. 

As was previously stated, a measure 
of 2% of the inventory value had been 
set as the maximum error resulting 
from non-bona fides which was to be 
tolerated. Accordingly, a sampling plan 
was selected so that 610 items were to 
be visually contacted. Since 120 items 
had been contacted during the detailed 
counts, it was necessary to ascertain the 
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bona fides of 490 additional items. The 
selection of a sampling plan, which 
gives a specified assurance that at least 
a certain number of non-bona fide items, 
if they exist, will appear in a sample, 
is a relatively simple statistical prob- 
lem. The problem, however, of iden- 
tifying whether an item contacted is or 
is not bona fide is neither a simple 
problem nor a statistical question. As 
is discussed more fully under the cap- 
tion of accounting concepts, the decision 
was made that physical inspection with- 
out count of items called for by inven- 
tory records gave an adequate basis 
from which to decide whether or not 
the shortage in an item was so great 
that further investigation was needed to 
determine whether or not it was bona 


fide. 


Procedure for Judging Non-Existence 


The explanation to the audit staff of 
what was wanted in this phase of the 
audit examination proved to be difficult 
and the subsequent carrying out by 
them of the steps called for was also 
difficult. There was a constant attempt 
on the part of the auditors to apply the 
concept that it was necessary to deter- 
mine by eye-test what the difference 
between book records and_ physical 
quantities was. This was not the pur- 
pose of the so-called eye-test which was 
provided for in this program. 

The purpose was to ascertain whether, 
in the light of the errors which might 
be expected in the bookkeeping pro- 
cess, the merchandise on hand appeared 
to be representative of what was called 
for. At the extremes, of course, if a 
card called for 1,000 units and no units 
were found, this could readily be clas- 
sified as non-existent. In addition, if 
the auditor saw what he believed to be 
1,000 units and the card called for 
100,000 units, this likewise might be 
readily classified as non-existent. How- 
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ever, if the quantities on hand appeared 
to be 500% of those called for, then it 
was difficult to decide whether it should 
or should not be accepted as existent. 
(The question of existence would be no 
easier to answer if the quantities on 
kind were found to be 50% of those 
called for, and this fact was determined 
by an accurate count in lieu of by an 
estimate. ) 

It must be appreciated that when an 
item is suspected for non-existence, a 
final disposition can be made only after 
subsequent audit steps have been com- 
pleted, just as supplementary audit steps 
were taken to dispose of the large dif- 
ferences by the complete 
counts—contact with a suspected item 
is only the first audit step. The samp- 
ling plan can tell the auditor that the 
number of items contacted is adequate 
to leave only a known and acceptable 
risk that not even one non-existent item 
appear within the sample when, in 


disclosed 


will 


Item 
value 
class 

$ 
500 
5.000 


and up 


Mdse. 


class 


] (0) 
500 
5.000 


No 


0 
500 
5.000 


500 
5,000 
and up 


500 
5,000 
50,000 


and up 


3 ( 
500. 

5,000 

50,000 


*The items sampled, 
reducing the total sample 
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material extent which would noi 


tolerated, if known. 


The Sampling Plan 


The sample of 610 items to be taken, 
rather than being drawn as a random 
sample, was spread to the respective 
groups in proportion to the dollar value 
of the groups. This was done so that 
the high value items would fall into the 
sample more often than would be the 
case in a random sample. The sample 
is being taken to determine the exist- 
ence or non-existence of dollars rather 
than of items and, accordingly, this 
type of optimum sampling is called for. 
(A further discussion of this method of 
sampling is set forth in the section on 
statistical concepts.) The relationship 
of the sample drawn to the number of 
items and the dollar value in each group 
is as follows: 


Number Weight by Number 
of relative in 
items $ value sample 
(N) (w) (n) 
8.656 045 2¢ 
1,25] 114 70 
148 114 70 
6.900 OAT 25 
793 073 15 
50 .030 18 
14,039 062 38 
1.643 .140 85 
281 .202 123. 
16 .179 109* 
eee 1.000 610 


of course, were only 16 in number, the total in the class, thereby 
number from 610 to 517. 
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It will be noted that 16 items, each 
of which was in excess of $50,000, 
were segregated and made into a group 
that was not so segregated in the orig- 
inal tabulation. This was done because 
the risk of not observing these items 
was large enough to warrant separate 
treatment for them. If the dispropor- 
tionate sampling which was used had 
not called for a 100% contact with this 
group, the approach would have been 
to make such contact on a complete 
basis anyhow. However, by spreading 
the sample in proportion to the dollar 
value of the stratum, more items were 


‘to be drawn from this new high-value 


stratum than was in it. A discussion of 
the effect on the computation of this 
situation is set forth under statistical 
concepts. 

A sample size of 610 was decided 
upon by the aid of the Dodge & Romig 
sampling tables and represents the size 
of a sample to be used for lot sizes of 
20,001 to 50,000 with a lot tolerance 
for defective items of 2.1% and a risk 
that 6 times out of a 100 the sampler 
will accept the inventory as being less 
than 2.1% defective when, in fact, the 
degree of defect is greater. These as- 
sumptions and confidence in the sam- 
pling plan are results to be gotten from 
random sampling. In view of the fact 
that the sample was stratified for opti- 
mum sampling, the degree of confidence 
that the inventory will not be accepted, 
when, in fact, it should be rejected, is 
considerably increased. 


The work was set up so that, if an 
item were being questioned for non- 
existence, the amount of it would be 
tabulated and at the conclusion of the 
inspection a computation could be made 
to estimate whether, on the basis of the 
items suspected, the non-existent items 
were greater than 2% of the inventory 
value. This presumably would give a 
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measure to determine whether or not 
it was worthwhile to investigate the 
suspected items. If the computation 
were to reflect non-existence of some 
negligible percentage, it might give some 
overall comfort. However, under audit- 
ing concepts, any fraudulent item found 
in the sample must be investigated. Ac- 
cordingly, the computation would have 
been somewhat of an exercise only, as 
all suspected items were investigated 
and disposed of. The results of inspec- 
tion of items under this sampling plan 
did not disclose any items which were 
considered non-existent, after investiga- 
tion. 


Conclusions 

The following points summarize the 
effect of having made reference to sta- 
tistical theory in an inventory count: 


1. Statistical theory was applied only 
to the size of the sample to be drawn, 
the manner of drawing it, and to the 
quantitative estimates derived from the 
sampling data. 

2. The auditing techniques used were 
not really any different than those 
which would have been performed with- 
out reference to statistical theory. Only 
the emphasis placed upon the steps 
makes them appear different. Because 
bookkeeping accuracy and detection of 
possible fraud were handled separately, 
the techniques appear unusual. Under 
ordinary techniques, the choice of using 
counts or eye-tests is often left to the 
auditor’s judgment of the moment, or 
possibly some pattern is used, such as 
a count of one item out of ten and 
eye-test of the remainder being sampled. 
Under such a sample, both the counts 
and eye-tests are used to check ac- 
curacy of the records (the first checks 
them accurately and the other approxi- 
mately) and implicitly both are being 
used to detect items to be questioned 
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for fraud. The rigors of statistical logic 
demand that the purpose of each step 
be more clearly defined than otherwise. 
Accordingly, in the procedure described 
in this case study, the counts were so 
tabulated that they could be explicitly 
used in a computation for a check of 
accuracy as well as in a computation 
for detection of fraud, whereas the eye- 
tests were used in the computation for 
detection of fraud only. 


3. The ability or inability to recog- 
nize fraud is not changed by scientific 
sampling—the problem of recognizing 
a fraudulent case in hand is the same 
whether one takes subjective or scien- 
tific samples, or makes a count of the 
complete inventory—scientific sampling 
gives a measure that at least a certain 
number of fraudulent items will be en- 
countered if they exist in a specified 
amount. 


4. By the use of scientific sampling 
a measure is available of the precision 
with which estimates may be made from 
the sample. In the instant case, the 
data were such that a statement that 
the true inventory was somewhere 
within a range of $1,500,000 (from a 
possible understatement of $874,000 to 
an overstatement of $689,000) was the 
closest guess that one could make for 
the sample size used and be right 997 
times out of a 1,000. The knowledge 
of the extent of precision and_ the 
confidence which may be placed in it 
are extremely valuable in exercising 
judgment on what to do about the 
results. 


5. Counting, as an auditing tech- 
nique, checks item balances directly but 
transactions only indirectly. To the ex- 
tent that deviations from sampled bal- 
ances are used to evaluate internal 
control, the method may be inefficient 
or even fallacious. Size of balances as 
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such is not causally related to the size 


ORR 


of the error nearly so much as are the | 


number and size of transactions in a 
period of time. Obviously, an inventory 
card with a large balance but with no 
transactions for a year gives relatively 
no promise of containing an erroneous 
bookkeeping entry. Accordingly, a di- 


rect measure of bookkeeping accuracy | 


would be an audit step which would be 
applied to inventory items stratified by 
transactions. However, it may be pre. 





sumed that in many or perhaps most | 


cases, large balance items have rela- 


tively numerous and large transactions, _ 


To the extent that overall conclusions 
may be erroneous because of not deal- 
ing with transactions, the benefit of the 
statistical approach is not reduced. The 
choice is not between a scientific sam- 
ple and a complete inventory count: 
the choice is between a scientific sam- 
ple and a subjectively designed sample 

the uneconomic complete count can- 
not be tolerated. The subjective sample 
has all the weakness which the scien- 
tific one has, but a subjective sample 
does not give the benefits of a scien- 
tific sample. 


Auditing Concepts Considered 


Auditing standards firmly require 
physical contact with the goods when 
checking significant inventory amounts 
on financial statements. The require- 
ment for physical contact is closely 
allied with the auditor’s effort to estab- 
lish the bona fides of the inventory. 


Moreover, the auditor expresses his 
opinion on the fairness of financial 
statements prepared with dollars as the 
measure of value. Thus, the auditor 
must form an opinion as to the appro- 
priateness and accuracy of the dollar 
computations in addition to establish- 
ing the bona fides of the items which 
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the dollars purport to value. No veri- 
fication, using statistics or otherwise, 
can ignore that possible misstatements 
must be evaluated as to their dollar 
effect. Materiality of error is always 
a question of dollars, as is discussed 
below. 


Auditing standards also contemplate 
that the accountant shall review the 
system of internal control. The account- 
ant divides the review into two phases. 
First, he inquires about the procedures 
heing followed—he ascertains the 
planned flow of paperwork, the divi- 
sion of duties, the checks which are 
made by employees, etc. Second, he 
tests certain transactions or certain bal- 
ances resulting from recording many 
transactions. The purpose of this re- 
view may be any one or a combination 
of the following: 


1. To ascertain that in obtaining 
descriptions of the system there has not 
been a misunderstanding by the auditor 
about information given to him. 


2. To ascertain that the system 
which has been described is in fact 
applied. To accomplish this without 
possibility of being challenged would 
require auditors to define what number 
of exceptions place a system in a cate- 
gory of not working, or of not being 


applied. 


3. To ascertain whether the product 
of the system is satisfactory. 


In the instant case the purpose of 
the check was to ascertain the accu- 
racy of the product of the system. What 
errors exist by chance in the light of 
the system being used? 


Checks on Internal Control 


Presumably, if the accountant has 
satisfactorily determined that the sys- 
tem is in fact being applied, then to 
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the extent by which he can by logic 
conclude that errors are not possible or 
probable when using statistical theory 
to help formulate an audit program, he 
can reduce the confidence limits of any 
check which he makes on the accuracy 
of the product of the system. In the 
instant case there was no basis for 
reasoning about accuracy of applica- 
tion of the system, so reliance was 
based almost entirely upon the findings 
about the accuracy of the results pro- 
duced by the system. 


If the auditor wishes to check inter- 
nal control over bookkeeping accuracy, 
a direct check on the entries theoreti- 
cally would be appropriate. However, 
the bookkeeping accuracy may be indi- 
rectly checked by comparison of ending 
book balances with physical quantities 
on hand. Since this check must also 
be done to check bona fides, it is both 
logical and efficient to place consider- 
able reliance on this audit step for test 
of internal control. 


The recognition that dollars and not 
items are being checked creates the 
requirement in an accountant’s mind 
that he must have near certainty as to 
the high value items in an inventory. 
Thus, for these items the accountant 
relies upon the best audit evidence 
available, namely, actual contact. The 
accountant relies little or not at all upon 
internal control to determine bona fides 
for items which individually would be 
of a size to be significant if they were 
not proper. In this area the accountant 
primarily relies upon the best evidence 
available independently accumulated by 
him. 


Any procedures used for obtaining 
statistical evidence on the accuracy 
with which the internal control plan is 
functioning for small items, must result 
in a dollar measure of the aggregate of 
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possible errors. Mere knowledge that 
x% of the number of items may be in 
error yields no useful results. First, 
there would be trouble in defining an 
error. Second, there would be no basis 
for determining its effect on the finan- 
cial statements. 


Checks for Bona Fides 


If it is conceded that the prime pur- 
pose of physical contact with the inven- 
tory is to prove bona fides, then an 
examination of the merchandise with- 
out detailed count (by eye-test) should 
be adequate to identify items which 
need further audit investigation. Of 
course, it is not a question of the 
percentage of deficiency which deter- 
mines possible fraud. An_ inventory 
item having one unit physically located, 
but ten units called for by the perpetual 
is 90% short but not neces- 
sarily a subject of suspicion. It is 
entirely conceivable that if large turn- 
over was involved nine units have got- 
ten away in a normal manner. On the 
other hand, if 409 of the units called 
for are found but the quantity being 
sought is 100,000 units, there may be 
a question of fraud. In either of these 
cases, does an accurate count help de- 
cide whether further audit steps are 
necessary? If the estimate of 40% on 
hand is erroneous and actually 50% 
or even 60% are in fact on hand, in 
most what would 
change one’s mind; the important fac- 
tors are: Is the item physically large 
or small, subject or not subject to easy 
physical loss? Is the item individually 
valuable? What size errors may be ex- 
pected on the perpetual cards? What 
apparent 


record, 


cases this is not 


absolute size of the 


shortage? 


is the 


In evaluating the arguments of 
whether or not an eye-test as distin- 
guished from counts is adequate, it must 
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be understood that as a practical mat. © 


ter the auditor has the burden of tak. 
ing positive identification of fraudulent 
items occurring in a sample. The sig. 
nificance of this statement is thai the 
error which the auditor may make from 
computing the possible extent of a 
fraud from data obtained by eye-iests, 
will not be that a major fraud exists 


—— 


when in fact it doesn’t. Every item 
which is suspect (regardless of the | 


possible aggregate) must continue to 
be investigated with every other audit- 
ing technique which is available (in- 
cluding counts if necessary), in order 
to make a final conclusion. Thus. the 
only eye-test error which would result 
from rather than counts is 
the acceptance of an inventory item as 
existing, when in fact it does not exist. 
Generally speaking, people underesti- 
mate the quantity of items which they 
see--it is difficult for the viewer to 
comprehend how so many items can be 
present. Also, natural caution leads an 
auditor to underestimate. Thus. the 
danger from not suspecting enough 
items is minimized. 


eye-tests 


On the other hand, to satisfy the 
objectives of measuring the accuracy 
of bookkeeping or internal control, pre- 
cise physical counts must be made. 
Since this is a check on the entire 
bookkeeping process, the interest in 








large items is not present as is the case 
in verification for bona fides. Whether 
or not different degrees of control are 
exercised, or different physical han- 
dling problems exist in any of the store- 
room locations is also of importance. 
it will also be recalled that the auditor 
wants to become familiar with the 
workings of the system so that he may 
do some reasoning about the quality 
of the control: the auditor relies upon 


conclusions thus reached, as well as 
upon statistical evidence. To accom- 
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plish these ends, the auditor must con- 
tact the operating conditions for the 
entire inventory; the best auditing 
method available is to start by com- 
paring physical counts with book rec- 
ords for all size items—large and small 
-—for all types of merchandise, and for 
all types or methods of control. 


Materiality of Errors 


The 
question in auditing inventories is set- 
ting a degree of tolerance for error. The 
entire subject of what is material and 
how it shall be measured is complex 
and is resolved by judgment. Factors of 
profit trend. balance sheet composition, 
leg of the business cycle, etc. all enter 
into a decision on materiality. 


most. complicated accounting 


The valuation of inventories is essen- 
tially based upon many accounting con- 
ventions. These are partially designed 
to present a result giving some measure 
of the cash which will be realized when 
the cycle of production and sale is com- 
pleted: and partially to provide a logi- 
cal method for measuring what costs 
should be used in measuring profits of 
current and future periods. Decisions 
of managers, owners or creditors, based 
upon the. inventory valuations, are not 
so precise that they would be changed 
by revisions in the inventory values or 
profits unless the revisions were by a 


relatively large amount. In the case 
being considered in this paper, the 


pricing of the work-in-process inven- 
tory was tied to estimates of the costs 
to manufacture for two or three future 
years under long-term contracts. The 
range of valuation error in such an in- 
ventory must necessarily be relatively 
large. The precision appropriate for the 
determination of inventory quantities 
must be related to the precision with 
which they can be evaluated in dollars. 


1957 


Statistical Theory as an Aid In Testing Perpetual Inventory Records 


Over and above what logic dictates 
as the reasonable tolerance for inven- 
tory error which the auditor could pass 
in the light of his relationship to out- 
side readers of the financial statements, 
the auditor must also consider his re- 
lationship to his client, bonding com- 


panies and the courts. Historically, 
auditors were engaged to detect fraud. 
In recent times much has been done to 
endeavor to deemphasize the limitations 
connected with this phase of an auditor’s 
work. However, the accountant, in order 
lo preserve good client relationships 
and to protect himself against success- 
ful suits or threats to sue, must be alert 
to the possibility of frauds which might 
not be significant to the prime purpose 
of his audit: an opinion on the fairness 
of financial statements. The measures 
of materiality used in the case under 
study were arrived at after considering 
all of the foregoing qualitative factors. 
The number and complexity of the 
auditing concepts which needed to be 
meshed with statistical concepts should 
be noted. 


Statistical Concepts 
Considered 


The position has been taken that the 
auditor must satisfy himself about two 
things: (1) Is the inventory bona fide? 
(2) How accurate is the bookkeeping? 
The statistical questions relate to the de- 
eree of assurance with which the results 
from the audited sample may be viewed 
as representative of the results which 
would be obtained if the entire per- 
petual inventory records were similarly 
audited. The statistical techniques ap- 
plied are not to help ascertain whether 
the auditing steps used answer the 
above two questions about the sample 

the statistical question is how well 
can the sample be extended to the uni- 
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verse. 
reflects in a numerical form the decision 


The statistical technique also 


which was made about the complex of 
thoughts on materiality or degree of 
tolerance of error. Error in bookkeeping 
accuracy must be assumed as random. 
However, the size of the error is apt to 
be related to the size of the transaction. 
First, omissions of entries create errors 
which are directly related to the size of 
the transaction. Second, people working 
with records—both the original recorder 
and subsequent people needing infor- 
mation from them—by general judg- 
ment currently recognize and correct a 
large dollar error in an inventory item 
which normally has small transactions. 
On the other hand, certain care is given 
to large items that is not given to small 
items and this may offset some of the 
tendency to have large errors for large 
items. 


When considering the sampling prob- 
lems involved in checking bookkeeping 
by precise counting of inventory items 
and measuring the difference between 
counts and card quantities. it must be 
recognized that the population being 
sampled is that of the dollar value of 
differences between counts and_ books. 
not the dollar of the items 
themselves. A direct cause and effect 
relationship between size of error and 
size of item cannot be logically estab- 
lished; the number of transactions and 
the size of transactions correlate with 
the of the However, the 
large and numerous transactions occur 
in items with large balances more often 
than not. The population of item values 
is not normally distributed. A small 
number of items has a very large value 
while the bulk of the items appears rea- 
sonably distributed around a much 
smaller value. It is very unlikely that 
any of the very high value items will be 
chosen in a random sample of any rea- 


values 


size error. 
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sonable size. Therefore, this small num. 
ber of high-value items, constituting a 
significant portion of the total dollar 
value, will not be represented in the 
sample. The assumption made that bet- 
ter internal control of errors for high. 
value items is both likely and feasible, 
discounts to some extent the seriousness 
of omitting these items. In addition. 
because in the eye-test the sample will 
be stratified on the basis of group dol- 
lar value; the high-value items will at 
least be observed and unusual condi- 
tions for these items can be caught. 

Consideration was given to the pos. 
sibility of converting each item of dol- 
lar difference to a percentage of the 
book amount as to decrease the 
effect of excluding high-value _ items. 
This was not done because it probably 
would overweight differences on small 
amounts. (A count of 2 units against 
a book balance of 1 unit would become 
a difference of 100%.) Likewise, this 
treatment would not permit use in the 
calculation of items with a zero book 
balance. 


so 


Sample Size 


The sample size of 120 was chosen 
rather arbitrarily. The important feature 
was to have “n” significantly greater 
than the critical value of 30 so that cus- 
tomary statistical relations would have 
validity. The sample size roughly ap: 
proximates that required for a sequen- 
tial sampling plan of p, = .001, a = 
05, po = .02 and B = .1. 


p1 is the probability of getting the 
sample when the first Hypothesis 
(H1) is true. 

pz is the probability of getting the 


sample when the second Hypo- 
thesis (H2) is true. 

ais the risk of rejecting the hypo- 
thesis H1] when H1 is true. 

B is the risk of accepting the hypo- 
thesis H1 as true when H2 is true. 
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Statistical Theory as an Aid In Testing Perpetual Inventory Records 


In order to make a more precise 
selection of the sample size, it would be 
necessary to estimate the size of sigma 
(o) of the differences between counts 
and book balances. Except for results 
on audits of other companies, no basis 
was available for such an estimate; the 
conditions at other companies were 
likely to be too different to be worth the 
while of making computations with 
those results. When an estimate of o 
is available, such as after a sample has 
been taken, the formula for the size of 
the sample would be: 


9 


(a> 


— a% of profit\? 
ae 


where the acceptability of the inventory 
accuracy is to be measured by the rela- 
tionship of the size of the error (within 
confidence limits established by t) to 
a stipulated percentage of the profits. 
This formula can be used to determine 
sample size for additional counts if re- 
quired and, of course, could be used 
initially to determine sample size if o 
is to be estimated. 


h = 


Tabulation of Results 


Results of counts were tabulated and 
computations were made as follows: 








Dollar Dollar ¥ Z 

value per value per Dollar Square of 

Item records count difference difference 
(b) (ce) x=(b—e) (x?) 
Total Sb re 2x D2», de 


Note: Count includes units counted and those 
on paperwork in transit; this total is 
priced at the average value shown by 
the book records. 


The following formulae were then 
used to compute an estimate of the dif- 
ferences between the physical inventory 
and the books, as compared with 2% 
of the profit: 
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x)? 
n 
n-— 1 


Dx? 
(standard 


deviation)”, where n = sample size. 


9 
o- 

Om = saa = 
V n 


standard error of 


— 2x 
the mean, where mean { X } = an 
X + 30m = estimate of maximum 


value of mean difference of universe 
which will be wrong only 3 times in 


1,000. 

(x + on) N = 
where N = 
inventory. 


2% of profit, 


number of items in the 


A computation was also made in the 
same manner as above estimating the 
maximum error in each inventory group 
and then summing the errors, so esti- 
mated, for each group. The results were 
approximately the same as when com- 
puted without reference to groups. 


The standard error 


(1/Vn (n — 1) om & .00830,) has 
been ignored on the assumption that it 
is insignificant. Although this has been 
ignored, the degree of risk assumed 
may be even less than 3 times in 1,000. 
stated above. This is the com- 
bined probability that the true mean of 
the entire population is in excess of or 
less than X + 36, and X 30m: 
The only practical fear in the instant 
case is whether the inventory is in fact 
more overstated than indicated, that is, 
the true mean is greater than X + 30m. 


relative 


as 


Risks 

Although the program of examina- 
tion provided for computations to be 
made in the above manner, giving risks 
of only 3 in 1,000, it was not contem- 
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plated that so high a degree of assur- 
ance was required in the final decision 
of an acceptable or non-acceptable in- 
ventory. These confidence limits were 
set so that the judgment of the super- 
visor and partner on the engagement 
would be called upon at an early date 
if the conditions were worse than those 
provided for in the program. 


The comparison of the visual impres- 
sion of the physical items with the book 
quantities is a check of attributes. The 
purpose is to be able to conclude that 
fictitious inventory items (existence or 
non-existence as distinguished from 
items in error due to the normal work- 
ings of the inventory systern) would be 
brought into the sample if the aggre- 
gate value of such items were in excess 
of 2% of the inventory amount. Dis- 
covery of one fictitious item would be 
adequate discovery of the condition 
after which appropriate steps could be 
taken to determine the extent of fraud 
involved. However, because contact 
with a fictitious item. still the 
risk that it will not be recognized, the 
sampling plan must provide assurance 
that more than one fictitious item will 
be included in the sample if fictitious 
items exist in the stipulated proportion. 


leaves 


The physical items counted (120) for 
the sample taken to compute bookkeep- 
ing errors are to be considered part of 
work done for the check of exist- 
the items 
counted were in excess of the number 
io be sampled for any one stratum, the 
actual number so would be 
used in computing the proportion of 
items found to exist, but only the num- 
ber required to be sampled would be 
included in computing sample size. In 
the instant case, this situation did not 


the 


ence or non-existence. If 


counted 


occur, 
By the same token, if the number re- 
quired to be sampled in any stratum 
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than the actual number was looked upon 
as having been sampled. 
curred in the stratum of items over 
$50,000 of group 3 where based upon 
dollar value succeeding _ para- 
graphs) the number of items from the 
sample assigned to this stratum was 
109 but only 16 items were in it. Since 


(see 





was in excess of the number of items in © 
the stratum, the required number rather | 





This oe. | 


sampling is being done in proportion to | 


dollar value in each stratum, 
treatment of this high-dollar value stra. 
ium has a weight of assurance equiva. 
lent to the sample size assigned to other 
strata. 


Sample Size for Bona Fides Check 


The sample of 610 items (with an ac- 
ceptance of c 7) was selected from 
the Dodge & Romig tables. It is the first 
sample of a double sampling AOQL = 
1.0% plan for lot sizes of 20,001 to 
50,000 with a LTPD = 2.1% and Pe 
= .1 for both samples and & .06 for the 
first sample. In repeated samples of 
610 items, if the number of fictitious 
items were 2% of the population, the 
average number of fictitious items per 
sample (np’) would be 12.2. A Poisson 
table for np’ = 12 shows that defective 
items of 7 or less may be expected 9% 
of the time so that considering a single 
sample there is a 91% confidence that 
a population which is in fact more than 
2% fictitious will not be accepted. The 
9% approximates the Pc = .1 in the 
Dodge Romig tables. 


Because the verification is really one 
of dollars rather than items, it was 
necessary to give consideration to item 
value in deciding how the sample of 
610 should be drawn. Scrutiny of the 
large items disclosed in product group 
3 of items over $5,000 showed that 16 
items (each over $50,000) aggregated 
$2,493,000 or an average of about 
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$156,000 per item. It was concluded 
that these items should be placed in a 
separate stratum so that each one would 
be checked; the risk involved was too 
great if one of these items were ficti- 
tious. 

In further consideration of the man- 
ner in Which the sample should be 
drawn. the following assumptions were 
made: 

1. Likelihood of existence or 
existence is the same for all items in the 


non- 


population. 

2. The relative error in judgment in 
making a decision of existence or non- 
existence will be the over the 
range of inventory items (i.e., the error 
in classifying between existent and non- 
existent is as likely to be a question of 
8.10 on a $10 item as it is $100 on a 
$10,000 item). 

3. The movement of items 
period of time between adjacent strata 
in this continually shifting population 
is random (i.e., items are as likely to 
move up from stratum b to stratum c 
as they are to move down from c¢ to 
b). 

Since the problem is to know that 
dollars of inventory exist and since the 
risk is proportionate to the size of the 
ilems, optimum sampling is appropriate. 


same 


over a 


Weight by 


Number relative 
of items $ value 
Stratum (N) (W) 
a 
b 
Cc 
j 
Total 5515 PY At at 


1.00 


Actually examined 
Counted in detail 


Items eye-tested 
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Disproportionate stratification may a- 
chieve optimum sampling where the re- 
spective sample size is as follows: 


-.. eee. \_ swhere 
Os Ns oy Np a) Nj 

n == sample from each stratum and 
N = population of each stratum. How- 


ever, the mean item value must corre- 
late with the o of each stratum. This 
follows because the range greater 
for the stratum containing higher item 
values and the judgment errors which 
are possible have been assumed to be 


1S 


proportionate to item size. Therefore 
Na = (mean item value) (no. of 
items) = total $ value of stratum. 


Thus the sample was drawn in the 
following proportions from each. stra- 
tum: 


DM _ Mm _ 
Y$a «SSH Sj 


Tabulation of Results 

If certain items have been classified 
as suspects for non-existence and if it 
is desired to estimate the extent of non- 
existence assuming that the temporary 
classification proves to be correct, the 
following computations are to be made: 





Number 
Number of items 
in classified Proportion 
sample as satisfactory 
(n) existing (p) 
610 
517 
120 
397 
629 








SpW = pa Wa + PoWn + . py 
W; = weighted mean population of 
items classified as satisfactory = p. 


=Wpq _ (Wa)? Pada , (Wo)? Pv 
n Nn, Np 


(Ws)? Ps a 
ny 


variance of 


a 


weighted mean — (n; = 16, no. of 
items in stratum). 


LWpc 
op = - Po = standard error of 
n 


weighted mean — (n = 610). 
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The worst condition with probability | 
of being wrong | time in a 100 would | 


be: 


p —,2.5680 5 and 
1 — (p — 2.568 a») then (2$) q' 


q' = 
== estimate of maximum shortage due 
to non-existent items. 


In the instant case, since ali items 
suspected were immediately investigated 
and finally adjudged to exist, the above 
computation was not made. 


Auditing and Statistical Techniques 


In recent years, some accountants have advocated the extension of 


statistical sampling techniques -to auditing, believing that it is possible 


thereby to establish the minimum sampling required to attain results of . 


specified accuracy. 


Although many articles have been published on the 


subject, there has not yet been any widespread adoption of statistical 


methods of sampling. The authors believe that statistical tools may be a 


valuable supplement to traditional auditing procedures, but emphasize the 
fact that in evaluating the reliability of accounting records, there is no 


substitute for an auditor’s experience and judgment. 


Montcomery’s AupitinG (Eighth Edition), 


by 


Norman L. 


Defliese, The 


Lenhart and Philip L. 
Ronald Press Co., 1957. 
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| ) Long-Form Reports 


Official Decisions and Releases 


| | Issued July 1957 as Statement on Auditing Procedure 
No. 27 by the Committee on Auditing Procedure, 
American Institute of Certified Public Accountants. 


INTRODUCTION 


1. In 1949, the membership of the 
Institute approved Statements on Audit- 
ing Procedure No. 23, entitled Clarifica- 
tion of Accountant’s Report When 
Opinion Is Omitted. This action added 
a new auditing standard to those ap- 
proved by the Institute membership in 
| 1948. Accordingly, the substance of 
this statement was incorporated in the 
1954 revised edition of Generally Ac- 
cepted Auditing Standards, being stated 
therein as the fourth standard of report- 
ing in the following manner: 


“4. The report shall either contain 
an expression of opinion regard- 
ing the financial statements, 
taken as a whole, or an assertion 
to the effect that an opinion 
cannot be expressed. When an 
over-all opinion cannot be ex- 

the reasons _ therefor 
should be stated. In all cases 
where an auditor’s name is asso- 
ciated with financial statements 
the report should contain a clear- 
cut indication of the character 
of the auditor’s examination, if 
any, and the degree of responsi- 
hility he is taking.” 





pressed, 
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2. Much of the material comprising 
the Codification of Statements on Audit- 
ing Procedure and Generally Accepted 
Auditing Standards has been written in 
terms of reference to the so-called short- 
form of auditor’s report, which has 
become generally considered to consti- 
tute the basic content for auditors’ re- 
ports on financial statements. In many 
instances, however. this same material 
refers to the application of these stand- 
ards and procedures to the more de- 
tailed forms of reports. 


3. While the accounting profession 
has generally adopted the short-form 
report in connection with financial state- 
ments intended for publication, it is 
recognized that independent certified 
public accountants issue a substantial 
volume of so-called long-form reports 
on financial statements. These reports 
include greater details of the customary 
basic financial statements, _ statistical 
data. explanatory comments. and some- 
times description of the scope of the 
auditor’s examination beyond that which 
normally appears in the short-form re- 
ports. In some cases, both a long-form 
report and a_ short-form report are 
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issued on the same engagement, but in 
many cases the long-form report con- 
stitutes the only report issued by the 
auditor. The committee believes that 
long-form reports often serve a valuable 
purpose in meeting the requirements of 
management and others, and according- 
ly it encourages the continued issuance 
of such reports, where appropriate. 


4. For purposes of discussion, the 
financial and statistical material normal- 


Long-Form Reports 


ly included 


(a) Basic financial statements (bal. 
ance sheet and_ statements of 
income, retained earnings and 
capital). 

(b) Financial data representing de. 
tails of the basic financial state. 
ments. 

(c) Statistical data and informative 


material, some of which may be 
of a non-accounting nature. 


APPLICATION OF STANDARDS OF REPORTING 


Current Year’s Data 

5. The committee believes that the 
basic concept “the report should con- 
tain a clear-cut indication of the char- 
acter of the auditor’s examination, if 
any, and the degree of responsibility he 
is applicable to both short- 
A study 


is taking,” 
form and long-form reports. 
of current long-form report practices 
discloses that in many cases the usual 
short-form type of auditor’s opinion is 
used, specifically covering the current 
years basic financial statements, but 
without specific reference to the other 
data in the report. As a result of this 
practice, no distinction is made between 
data covered by the auditor’s examina- 
tion and data which may not have been 
examined by him, which may lead to an 
inference that he is assuming more 
responsibility than is his intention. This 
practice has also been questioned as to 
whether it is consistent with the concept 
of setting forth “a clear-cut indication 
of the character of the auditor’s exam- 
ination, if any, and the degree of re- 
sponsibility he is taking” with respect 
to the data described under items (b) 
and (c) of paragraph 4 above. 


6. It is the opinion of the committee 
that, in the absence of a statement by 
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the auditor to the contrary, it may be 
presumed that he assumes responsibility 
for such other data in the long-form 
report, to the same degree that he does 
for individual items in the basic finan- 


in long-form reporis jis 
classified in the following categories: 





cial statements; that is, that they are | 


fairly stated in all material respects in 
relation to the basic financial state: 
ments, taken as a whole. 


7. The committee believes that in 
some instances the auditor may wish to 
clarify his position in the foregoing 
respects by a brief statement in his 
comments, or as a preface to a separate 
section of the report which includes the 
other data, explaining: 

(a) That the auditor’s examination 
has been made primarily for the 
purpose of formulating his opin- 
ion on the current year’s basic 
financial statements, taken as a 
whole, 

That the other data included in 
the report, although not con- 
sidered necessary for a fair pre: 
sentation of the financial position 
and results of operations, are 
presented primarily for supple- 
mentary analysis purposes, and 
either (1) that they have been 
subjected to the audit procedures 


(b) 
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applied in the examination of 
the basic financial statements and 
are, in his opinion, fairly stated 
in all material respects in rela- 
tion to the basic financial state- 
ments, taken as a whole, or (2) 
that they have not been subjected 
to the audit procedures applied 
in the examination of the basic 
financial statements, stating the 
source of information and the 
extent of his examination and 
responsibility assumed, if any. 


Some auditors follow the practice of 
indicating the extent of their examina- 
tion and the responsibility they are 
assuming, if any, with respect to the 
detailed financial schedules and other 
data in long-form reports by footnotes 
on the various schedules or exhibits. 
Regardless of the method of presenta- 


tion, the committee emphasizes the 
necessity of maintaining a_ clear-cut 


distinction between the management’s 


representations and the auditor’s repre- 
sentations. 


Prior Year’s Data 

8. In the usual case where basic 
financial statements and details thereof 
for the prior year are presented pri- 
marily for comparative purposes (in 
either long-form or short-form reports), 
the committee believes that the auditor 
need not extend his opinion to cover the 
prior year’s figures. Where the audi- 
tor has made an examination for the 
prior year, he may prefer to so state 
(for example, by an addition to the 
standard scope paragraph disclosing 
that he has previously examined and 
reported on the prior year’s financial 
statements). Where the auditor has 
not made an examination of the prior 
year’s figures, or where he presently has 
significant exceptions or reservations as 
to the prior year’s figures, he should 
ordinarily make appropriate disclosure 
to that effect. 


OTHER LONG-FORM REPORTING PROBLEMS 


9. The committee believes it ad- 
visable to focus the profession’s critical 
attention on two additional questions 


relating to long-form report practices: 


(1) Where a long-form report is 
co-existing with a conventional 
short-form report, 

(a) Does the long-form report 
contain data which, if omit- 
ted from the short-form re- 
port, might support a con- 
tention that the short-form 
report was misleading be- 
cause of inadequate dis- 
closure of material facts 
known to the auditor?, and 
Do any of the comments or 
other data contained in the 


(b) 
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long-form report lend them- 
selves to a contention that 
they constitute exceptions 
or reservations, as distin- 
guished from mere explana- 
tions? 

(2) Does the long-form report, taken 
by itself, contain other financial 
data in such form as to support 
a contention that the auditor has 
made factual representations with 
respect to the financial statements 
or books of account rather than 
expressed an opinion on financial 
data consisting of management 
representations ? 

10. In connection with the first of 

the above questions, the auditor should 
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recognize that, with both the long-form 
and short-form reports in hand, the 
reader may reasonably assume that the 
other financial data and textual com- 
ment in the long-form report are sufh- 
ciently relevant and significant to war- 
rant their inclusion therein but that 
their omission from the short-form re- 
port does not result in inadequate dis- 
closures in that report. It should be 
noted further that the report reader in 
this case may have the benefit of hind- 
sight in appraising the auditor’s exercise 
of judgment in the disclosures deemed 
material to a fair presentation and un- 
derstanding of the financial statements 
included in the short-form report. The 
committee believes that the profession 
should be continually alert to the pos- 
sible problems inherent in the issuance 
of co-existing short-form and long-form 
reports. Care should be exercised to 
differentiate between the basic financial 
statements and the explanatory details 


and other informative data included in 


General Acceptance of Accounting Principles 


There is, it is believed, a corpus of principles of accounting which are 
generally accepted. It is true that they are not “written law”; 
been codified; they must be sought in accounts and financial statements, 
in treatises, and in other evidences of professional opinion. It is true that 
they have not been adopted by vote of the profession. But that they have 
been accepted is evidenced by the common ways of thought and speech 
which make communication in accounting matters possible, by the gen- 
erally uniform practice of all accountants when dealing with some situa- 
tions, by the general agreement that, among all the possible ways of dealing 
with other situations, only a few can be used with propriety, by the restric- 
tions of controversy in respect of propriety to a relatively small number of 
situations out of the innumerable number about which disagreement is 


possible... . 


A STATEMENT OF ACCOUNTING PRINCIPLES by 
Sanders, Hatfield and Moore, the AIA, 1938. 





Long-Form Reports 


long-form reports, and to avoid any im-| 
plications that the latter materials are | 
necessary to a fair presentation of the 
financial position and results of opera- 


tions. 


11. Regarding the second question, | 
the concept of management’s basic te. | 
sponsibility for financial statements and | 
of the auditor’s representations being 
confined to his opinion on. such state- 
ments has become firmly established | 
since the general adoption of the con- 
ventional short-form report. Under this 
concept, the independent certified public 
accountant is expressing his professional 
opinion and is not “certifying” to facts | 
true to his own knowledge. The commit. 
tee believes that this same basic concept 
underlies the long-form report and di- 
rects the attention of each practitioner | 
to the need for careful preparation of 
long-form reports in a manner that 
makes it clear that he is expressing 
therein the same type of professional 
opinion as in short-form reports. 


a 


they have not 


September 











ny im. 
als are 
of the 
opera: 


estion. 
sic re- 
its and 
being 
state- 
lished 
e con- 
er this 
public 
ssional 
> facts 
ymmit- 
oncept 


| 


nd di- | 


itioner 
i¢ yn of 
r that 
‘essing 


ssional 


tember 





New York State Tax 


Conducted by BENJAMIN Harrow, C.P.A. 


Minors and Change of Domicile... 
Tax Under a Mistake of Law . 





Minors and Change of Domicile 


The Court of Appeals recently de- 
cided a case! involving the taxation of 
minors whose parents died while resi- 
dents of New York and who were sub- 
sequently put under the guardianship of 
California residents. The Court held 
that the minors had obtained a new 
domicile in California by the action of 
the Surrogate in appointing out-of-state 
residents to be the guardians of the 
minors. The new domicile in California 
exempted the minors from income taxa- 
tion under Section 350 (7) of the tax 
law. They maintained no permanent 





Benyamin Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 


Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society's Committees on Meetings and 
Committee Operations, and had served 
jor a number of years on the Institute’s 
Committee on Federal Taxation. 


Mr. Harrow is engaged in practice as a 
certified public accountant and attorney 
in his own office in New York City. 
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Forum 


Gross Receipts—Refund of 


. . Exclusion of Sick-Pay. 


place of abode within the State and 
did maintain permanent places of abode 
without the State. 


The minors were brother and sister 
whose parents died on May 14, 194]. A 
paternal grandmother resided in New 
York State and a maternal grandmother 
resided in Pennsylvania. The grandpar- 
ents were unable to assume the care 
and custody of the children. A first 
cousin, residing in California, was will- 
ing to become the guardian of the 
minors and letters of guardianship were 
issued to the cousin and his wife on 
July 11, 1941 on a proceeding brought 
by the paternal grandmother. The pe- 
titioner in the Court of Appeals case 
was the guardian of the property of 
the minors. Each minor was entitled 
to trust income, on which income taxes 
were paid to the State of California. 
Non-resident returns were filed in New 


York. 


The State Tax Commission held that 
the minors were domiciled in New York 
since they could not as minors change 
their domiciles. It also held that they 
were not exempt from tax under section 
350 (subd. 7) since they could not ac- 
quire any place of abode due to their 
infancy. The Court notes that the Ap- 
pellate Division held that the permanent 


place of abode in New York had heen 
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surrendered and wonders on what prin- 
ciple that was done without another 


place of abode being acquired. 


The Court goes into a history of 
domicile and the extent to which guard- 
ians may change the domicile of wards 
and concludes that upon the death of 
the parents, the paternal grandmother 
became the natural guardian of the 
minors and upon her petition the Sur- 
rogate appointed the California resi- 
dents as guardians. That Cali- 
fornia the domicile of the minors and 
also made it a permanent place of abode. 
The Court adds a bit of humor when it 
savs, “These infants have no interest in 
maintaining a fictional domicile in New 
York so as to have the privilege of pay- 
The 
decision reversed the holding in the 
Appellate Division. 


made 


ing income taxes to both states.” 


Gross Receipts—Refund of Tax Under a 

Mistake of Law 

For years taxpayers had been trou- 
bled by the fact that they could not ob- 
tain a refund of a tax paid under a 
mistake of law unless the payment of 
the tax had been made under protest. 
In 1942 Section 112 (f) of the Civil 
Practice Act seemed to introduce relief 
hy permitting recovery under a mistake 
of law. This provision says, “When 
relief against mistake is sought in an 
action or proceeding or by way of de- 
fense or counterclaim relief shall not be 
denied merely because the mistake is 
one of law rather than one of fact.” In 
Mercury Machine Importing Corp. v. 
City of New York,* the Appellate Divi- 
sion held that the distinction between 
mistakes of law mistakes of fact 
was abolished by the enactment of Sec. 


12) (8). 


and 


On appeal the Court of Appeals* holds 
that Section 112 (f) does not apply to 
the recovery of taxes paid without pro- 
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test or under duress. The latter princi- 
ple is the result of an earlier decision 


The 
therefore overrules the lower court de- 
cision in the Mercury Machine Import. 


of the Court of Appeals. Court 


ing Corp. case. 


A dissenting opinion by Judge Fuld 
holds that section 112 (f) reveals, “in 
words as plain as possible a design to 
abolish and put an end to the old 
artificial distinction between a mistake 
of law and a mistake of fact. No words 
of qualification were used, no excep- 
tions were expressed or implied.” In a 
strong opinion Judge Fuld notes that 
the Federal Government dispensed with 
the necessity of protest as a condition 
precedent to recovery of taxes illegally 
levied as long ago as 1924. In 1949, the 
City of New York itself eliminated the 
requirements of payment under protest 
from its sales tax laws in seeking a 
refund of taxes “erroneously, illegally, 
or unconstitutionally collected.”* Judge 
Fuld adds, “In all conscience and equity, 
the taxpayer should recover what he 
mistakenly paid and what the city il- 
legally collected, and nothing in_ the 
history of section 112 (f) or its bhack- 
ground even suggests a departure from 
its language which so plainly sanctions 
recovery. One other judge concurred 
in the dissenting opinion. 


We probably have not reached the 
final word on this troublesome problem. 
Taxpayers should continue to press the 
issue in the hope that the Court of 
Appeals will ultimately reverse itself. 


Exclusion of Sick-Pay 


Earlier this year residents suddenly 
realized that disability benefit payments 
without limitation as to amount were 
not subject to tax under the New York 
law. In the special legislative session 
that convened on June 10, 1957 a meas- 
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rinci- ure was passed that revises the provi- For taxable years before January 1, 
‘ision sions on taxability of accident and 1957, the exclusion is unlimited in ac- 
( ourt health benefits (Section 359.2) to con- cordance with the two rulings of the 
t de. form to the federal provisions. The State Tax Commission.» The Commis- 
iport- | principal change is the limitation of ex- sion is construing strictly its ruling that 


clusions from gross income of wage the disability benefits paid to employees 
continuation payments up to $100 a he under an accident or health plan 





a week for the period during which an maintained or financed by the employer. 
employee is absent from work due to The plan need not be an insured plan. 
* s personal injuries or sickness. Under the 
i federal law payments for the first seven 
call | calendar days are taxable unless the Po 
xcep- employee is hospitalized for at least one 
Ina day during his illness bes the absence 4. First Trust & Deposit Company, guardian 
that is due to an injury. The State law, v. Goodrich, et al, Court of Appeals, July 
“th however, requires that the taxpayer be 3, 1957 rev’g. 2 App. Div. 2d 172. 
a } hospitalized during the first 7 days in 2. 1 App. Div. 2d 337. 
ition at 
wes order that they be excluded. The law 3. July 3, 1957. 
), the ™ applicable to returns for taxable bia 1, N. Y. C. Administrative Code, sec. 41-8.0 
1 the | starting on or after January 1, 1957. as amended by Local Law 1949, No. 44. 
rotest | he law became effective on June 23, 5. First ruling issued on December 28, 1956; 
ng a 1957. second ruling April 4, 1957. 
wally, 
judge 
juity, 
. he Management Services and Independence 
: = The question has often been raised as to whether the accountant can 
aad engage in ‘management services’ for his client and still maintain the 
™ degree of independence which is considered essential in an audit engage- 
from ment. Ordinarily, this should present no serious difficulty, since a ‘manage- 
tons ment service’ is given in the form of a study, a survey, or as advice, and 
irred no managerial decisions are made. and put into effect by the accountant. 
Nevertheless, it must be recognized that there may be situations in which 
the accountant is asked to take responsibility for the conduct of some phase 
| the of business management for a time or accepts responsibility for manage- 
lem. ment action to such an extent that he would not be able to view the finan- 
= the cial representations with sufficient objectivity to be considered independent. 
rt of It seems to me that the propriety of any such relationship would have to 
lf. be a matter of judgment in the individual situation and that, whenever a 
service to management is of such a nature that it might have a coloration 
of lack of independence, the accountant should choose between acting in 
such a consultative capacity and acting as the company’s independent 
lenly auditor, since he could not rightly do both. 
nents PRINCIPLES FOR THE ACCOUNTANTS PROFESSION, a paper by Carman G. 
were Blough, presented at the 1957 International Congress of Accountants. 
Y ork 
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Accounting at the SEC 


Conducted by Louis H. Rappaport. C.P.A. 


SEC Revises Broker-Dealer Reporting Requirements 


For many years there has been in 
effect an SEC rule which requires the 
filing of annual reports by certain mem- 
bers of national securities exchanges 
and by certain brokers and dealers in 
securities. The rule is designated Rule 
X-17A-5 under the Securities Exchange 
Act of 1934, and has recently been 
materially revised by the SEC. The re- 
port contemplated by the rule is filed 
on Form X-17A-5. The SEC’s action in 
revising its rule should be of interest 
to all New York CPAs having clients 
in the financial and securities fields. 


Form X-17A-5 is almost entirely 
financial in nature. In certain circum- 
stances the financial statements and 


schedules in the report were required 
under the old SEC rules to be certified 
by an independent public accountant. 
There was an exemption from the cer- 
tification requirements for exchange 
members, brokers and dealers who were 
not obligated to file certified financial 
statements with any state agency or 
with any national securities exchange. 
An exemption was also available for 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccountTinG PrRActicE AND PRo- 
CEDURE. 
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members, brokers and dealers who, dur- 
ing the preceding year, had not made 
a practice of extending credit or holding 
funds or securities of customers except 
as an incident to transactions promptly 
consummated by payment or delivery. 

The SEC felt that these exemptions 
were too broad, and that the public 
interest required that certified financial 
data should be filed by many exchange 
members, brokers and dealers who, un- 
der the old rules, were exempt. The 
SEC promulgated a proposed revision 
of Rule X-17A-5 and circulated the 
proposal for comment by _ interested 
persons. : 

The SEC considered the comments 
received by it concerning the proposal, 
and has now amended its rule relating 
to certification by independent public 
accountants of the financial data in 
Form X-17A-5. Paragraph (b) (1) of 
the rule describes the circumstances 
under which a report must be certified. 
As amended, it provides that every 
report required to be filed on Form 
X-17A-5 must be certified by a certi- 
fied public accountant or a public ac 
countant who is in fact independent, 
unless one of three exemptions from 
this requirement is available. 

The first exemption is available to 
a member of a national securities ex: 
change who, from the date of his previ- 
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Accounting at the SEC 


ous report, has not transacted a business 
in securities directly with or for others 
than members, has not carried any mar- 
gin account, credit balance or security 
for any person other than a general 
partner, and has not been required to 
file a certified financial statement with 
any national securities exchange. 

The second exemption is available to 
a broker who, from the date of his 
previous report, has limited his securi- 
ties business to soliciting subscriptions 
as an agent for issuers, has transmitted 
funds and securities promptly and has 
not otherwise held funds or securities 
for or owed money or securities to 
customers (i.e. one who would have 
been exempt during that entire period 
from the Commission’s aggregate- 
indebtedness-net-capital Rule 15c3-1 by 
reason of paragraph (b)(1) thereof). 

The third exemption is available to 
a broker or dealer who, from the date 
of his last report, has limited his secu- 
rities business to buying and selling 
evidences of indebtedness secured by 
liens on real estate and has not carried 
margin accounts, credit balances or 
securities for securities customers. 


A booklet entitled “Audits of Brokers 
and Dealers in Securities”, recently is- 
sued by the Special Committee on Audit- 
ing Procedure of the American Institute 
of Certified Public Accountants should 
fill the need for an authoritative guide 
to accountants in this specialized field 
of auditing. It describes the special ac- 
counting records used by brokers and 
dealers, and the auditing procedures and 
forms of reports to be used in connec- 
tion with the examination of their books 
and records. 

The SEC also amended the provisions 
of the rule dealing with the date as of 
which reports on Form X-17A-5 are to 
be filed. As amended, it provides that 
a report must be filed as of a date within 
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each calendar year, except that the first 
report (by others than successors) must 
be as of a date not less than one nor 
more than five months after the mem- 
ber, broker or dealer becomes subject 
to the rule; reports must be filed not 
more than 45 days after the date of the 
report; and reports may not be as of 
dates within four months of each other. 
A member, broker or dealer who suc- 
ceeds to and continues the business of a 
predecessor need not file a report as of 
that year if the predecessor has filed a 
report as of that year. 


The reports must be filed in duplicate 
original with the regional office of the 
Commission in which the member, 
broker, or dealer has his or its principal 
office. 

Since the revision of the rule exempts 
successor broker-dealers from filing a 
Form X-17A-5 report for any calendar 
year as of which a predecessor filed a 
report, paragraph (a) of Rule X-15B-8 
has been amended so that every broker- 
dealer filing an application for registra- 
tion will be required to file with his 
application for registration the financial 
statement required by this rule. This 
does not have to be a certified financial 


etatement. however. 


The amendment to Rule X-15B-8 is 
effective September 15, 1957. The 
amendment to Rule X-17A-5 is effective 
November 15, 1957. This latter amend- 
ment has not been made effective until 
November 15, 1957 so that members, 
brokers and dealers who have not been 
required to file certified reports under 
Rule X-17A-5 and want to be able to 
file an uncertified report for the year 
1957 will be able to have that report 
prepared and filed by that time. Reports 
filed after November 15, 1957, even as 
of a date within 1957, will have to 
comply with the certification require- 
ments set out in the amended rule. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Buock, C.P.A. 


Older Workers in CPA Offices . . 
Plans for Accountants . 


. Tax Deductible Retirement 
. . Staff Responsibility for Files . 


Notes for Accountants’ Tax Departments. 


Older Workers in CPA Offices 


Are accountants closing the door to 
older employees? Possibly so, and 
possibly to the same extent as in other 
professions and white collar vocations. 
That policy, if pursued widely, and in 
the face of a steadily increasing older 
age population. will pose serious social 
and economic policies within perhaps 
the next ten years. 


Older employees, those over 45, can 
fill a number of places in an accounting 
office as well as younger employees, 
and in some instances could do a better 
job. From a physical viewpoint, older 
employees can be quite vigorous and 





Max Brock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin., 
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have many productive years in reserve. 
The charges of “inflexibility” and “un- 
willingness to adapt to new ideas” are 
generalizations that have wide circula- 
tion, yet many experts and experiences 
refute their over-all validity. Younger 
people can be difficult and inflexible also, 


The maturity and experience of an 
older employee can be invaluable where 
these qualities are essential. A- senior 
accountant, supervisor, or reviewer with 
many years of varied experience cer- 
tainly is a desirable staff member. In 
the tax department, age, if coupled with 
good experience, is certainly not a 
detriment. Internal positions, such as 
file clerk, secretary, and report typist, 
can also be well filled by older em- 
ployees. 


From the viewpoint of clients, it is 
reasonable to assume that they would 
not object to having a mature person 
in charge of their audit. The business 
owner, who himself may be well ad- 
vanced in age may, in some cases, be 
unwilling to accept the counsel of a 
“mere youth” or have his company’s 
audit entrusted to a “beginner.” 
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Administration of a CPA Practice 


From the viewpoint of the account- 
ant’s office, the presence of a number of 
older persons amongst the younger ones 
in the organization can have a stabiliz- 
ing effect. Older persons do not have 
the restlessness of youth and they are 
less of a turn-over problem. Finally, 
as salary minimums move up, the finan- 
cial advantage that may once have 
resulted from the employment of younger 
men has largely been dissipated and 
in some areas may have disappeared. 
Though we must have younger men as 
successors, we should not thoughtlessly 
close the door on older men and women. 
Tax Deductible Retirement Plans for 

Accountants 

Through the pending Jenkins-Keogh 
bill, self-employed accountants, in con- 
junction with other similarly situated 
professionals, have been seeking to 
obtain “tax recognition” for a_retire- 
ment plan. In England, it is interesting 
to learn, this objective has already been 
achieved and a plan is presently opera- 
tive. 

An editorial in the June 15, 1957 
issue of The Accountant, published by 
The Institute of Chartered Accountants 
in England and Wales pridefully an- 
nounces the formation of the Chartered 
Accountants’ Retirement Benefits Scheme 
in accordance with the Finance Att, 
1956. The plan was approved by the 
Inland Revenue (Tax Department) but 
nevertheless the editorial comments, 
pragmatically, that “The subject of 
retirement benefits schemes for the self- 
employed is still novel and there are 
undoubtedly many problems yet to be 
solved, not a few of which are closely 
linked with the terms of the underlying 
legislation.” The editorial states further 
“Nevertheless, this is a bold and im- 
aginative scheme which may well prove 
a model for others in time to come. 
Its success seems assured.” 


1957 


Of additional interest is the state- 
ment that a companion plan for em- 
ployees of chartered accountants is in 
the final stages of preparation and its 
publication is expected within a very 
short while. 


In reviewing a summary of the bene- 
fits it was observed that one of the 
four types available is similar, in 
principle, to that of the “variable 
annuity” which was a topic of lively 
discussion in this country recently. 
This is the plan involving the invest- 
ment of funds in common stocks so as 
to overcome the attrition of inflation. 
Thereby the benefits paid vary with 
the income and growth of the fund. 


Canada has likewise passed legisla- 
tion providing relief for self-employed 
accountants in Section 79B of its Income 
Tax Law. This act may be called a 
counterpart of the Jenkins-Keogh bill 
because it contains the same principle 
of investment in retirement bonds. 
Staff Responsibility for Files 

It is not difficult to develop a good 
filing system—but its maintenance in 
good order is another matter. To 
insure that each sheet of paper, or group 
of papers, gets into the right place in 
the right file is a job that very few 
file clerks can handle without the co- 
operation of those who handle the 
papers. This direction usually takes 
the form of a notation of the filing 
‘place, on an attached form or directly 
on the papers. The filing place of some 
papers is obvious but there are others, 
particularly single sheets of correspond- 
ence, workpapers, documents, and other 
data, whose filing place is not always 
apparent. It is the latter group that 
present problems if the filing directions 
are not sufficiently specific or are 
omitted. Where file clerks change, the 
problems are additionally aggravated. 
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Some firms follow the policy of hav- 
ing accountants file client papers except 
those of an administrative nature. 
Thereby they are confident that there 
will be no misfiling due to poor judg- 
ment. Moreover, the men have an 
opportunity to see and review papers 
as to which they should be informed 
which they might otherwise miss. Nor 
can they blame anyone else for file 
disorders. The time requirement is 
undoubtedly a drawback, but apparently 
there are compensations. 


Readers’ comments on the pros and 
cons of a decentralized filing policy will 
be welcome. 


Notes for Accountants’ Tax Departments 
T and E Crackdown: 


The Treasury’s campaign to eliminate 
personal benefits from expense deduc- 
tions on personal and business tax 
returns, though still spotty, is neverthe- 
less assuming ever-widening proportions. 
To rub salt into the wounds, some tax 
men are also treating disallowances of 
corporation deductions as dividend in- 
come where the individuals who received 
the expense allowances are stockholders. 


Accountants should advise clients who 
may be so affected of this possibility 
so that, in the event of its occurrence, 
it will not be a complete surprise. More- 
over, this should provide another op- 
portunity to impress on clients the need 
for more and better supporting evidence. 
Finally, accountants might advise clients 
not to submit readily to this form of 
double taxation because there is serious 
doubt as to its propriety in many 
instances. 


Some agents are also inquiring into 
the bona fides of business offices in 
resort areas, and business trips to 
resorts and other areas popular because 
of sporting events held there at certain 
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times of the year. In these instances, 
too, supporting records will provide 
protection proportionate to their ade. 
quacy and reasonableness. 


Business “kickbacks” as tax deduc. 
tions: 


Next to travel 
deductions the tax problem that is 
probably most ulcerative to accountants 
is tax treatment of payments made by 
companies to secure the goodwill of 
employees of companies to whom they 
sell or furnish services, and to others 
who can obstruct or facilitate their 
business activities. 


As a rule such payments are an 
industry practice and, though abhorred 
by virtually all who are compelled to 
participate. are apparently essential to 
business survival. Anyone who refuses 
to play the game is virtually certain of 
committing business suicide. 


The Treasury has been using the 
arguments of morality and illegality to 
disallow such payments despite the fact 
that the existence of these practices goes 
back many years and is known to 
business owners whose employees are 
beneficiaries. and to others affected. In 
some instances the ground of lack of 
substantiation is an added reason for 
the disallowance. 


There are instances where taxpayers 
have successfully resisted the Treasury's 
position, notably the Lilly case. Re 
cently there was a rash of ship chandler 
cases which were a rebuff to the Treas- 
ury. These cases should be carefully 
studied by accountants who have inter- 
ested clients for the defensive ideas that 
may be gathered from them. Two of 
the decisions are: Frank J. Valetti et ux., 
28 TC 75; Alexander Fiambolis D. C., 
S.C. 6/20/57. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Report on 1957 Unemployment Insurance Tax Rates... 
Application of “Supervision, Direction and Control” Test... 
Status of Musicians and Entertainers in Night Club 


Engagements . 


Report on 1957 Unemployment 

Insurance Tax Rates 

New York State Unemployment In- 
surance tax rates assigned to covered 
employers for the year 1957 range 
from .8 per cent to 3.0 per cent of 
taxable payrolls. The significance of 
this wide range in which an individual 
employer’s tax rate may fall should be 
apparent to accountants interested in 
effecting substantial payroll tax savings 
for their clients. 

The rates assigned for the year 1957 
include the subsidiary contribution of 
3 per cent tacked on to the employer’s 
rate computed on the basis of merit 
rating, except that newly covered em- 
ployers with insufficient experience to 
qualify for merit rating, were taxed at 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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. Federal Withholding Tax Collections. 


the standard 2.7 per cent rate and are 
exempt from the .3 per cent subsidiary 
tax. 


Of 234,764 total covered employers 
with over twelve and one-half billions 
of dollars in payroll, 137,438 firms with 
payrolls of slightly more than eleven 
billions of dollars, are being taxed this 
year at unemployment insurance tax 
rates ranging from .8 per cent to 2.9 
per cent. One-fourth of the rated em- 
ployers with more than three billion dol- 
lars in payrolls are taxed at the 8 per 
cent rate. 


The report prepared by the Industrial 
Commissioner’s office reflects contribu- 
tion rates by industry. Apparel and 
construction firms were in the group 
having the highest rates, 2.60 and 2.61 
per cent respectively. However in the 
apparel industry 29 per cent of all 
covered firms with 46 per cent of the 
industry’s taxable payrolls received 
rates below the 3.0 per cent maximum. 
In the construction industry 31 per cent 
of the covered employers with 46 per 
cent of the taxable payrolls received 
reduced rates. The average rate charged 
to employers in the amusement, enter- 
tainment and related industries was also 
2.61 per cent. 
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Payroll Tax Notes 


It may be of interest to compare a 
particular client’s rate with the follow- 
ing average rates for employer indus- 


try groups: 


Electric and gas utilities............ 83 
EREBTARCE CATTICTS. 6.0.6. 00:6:6.6:6.06'0:0 0.01916 99 
Chemicals and allied products........ 1.27 
Law offices and related services....... 1.29 
Finance, insurance and real estate com- 

ES ea eerie 1.30 
Printing, publishing, and allied products —_ 1.33 
Transportation, communication, and 

WAREIS AD RIEERIRIOG,. 5:6 554:0:0 i019: 0.59 sie" 'einis 133 
Paper and allied products .......... 1.58 
Trade, including retail and wholesale — 1.64 
Food and kindred manufacturing.... 1.65 
Petroleum and coal products ....... 1.66 


Metal and machinery manufacturing.. 1.71 


Auto repair services and garages.... 1.72 
eee i jn, STAC OTT Oe Loe 
Professional and social services...... 1.82 
2 Se eee PE ee 1.82 
Medical and other health services... . 1.83 
Hotels and other lodging places ...... 1.99 
Furniture and fixtures manufacturing — 2.03 
Lumber and wood products excluding 
SUMERIIWE O85. cores gigie Haars EOS OR 2.18 
Educational institutions and agencies 2.36 
Textile manufacturing .............. 2.41 
Agriculture, forestry and fishing .... 2.55 
eS ST Omer iy errr ee 2.60 
NOMUMMREABORAUOND). cso c\elsia nisin a'e.eve o'e:'s70204 2.61 
Amusement and entertainment ...... 2.61 
Application of “Supervision, Direction 


and Control” Test 

The question often arises in unem- 
ployment insurance and in other phases 
of tax and labor law as to whether a 
particular individual is to be considered 
an “employee” or an “independent con- 
tractor.” 


Faced with this issue in a_ recent 
unemployment insurance case, the Appel- 
late Division of the New York Supreme 
Court, directed the Appeal Board to 
reconsider its decision in Appeal Board 
case No. 49,346 originally decided in 
1955. The Court enunciated the follow- 
ing rule in its opinion as a guide to the 
Appeal Board and which may be fol- 
lowed by practitioners faced with a 
similar situation. It was ruled: 


“ec 


In applying this test of right 
of supervision, direction and control, to 
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the enforcement of the statute some. 
thing more is required than merely , 
consideration of labels, unless the parties 
themselves are content to rest on such 
labels. In the latter event the taxing 
authority may rest on their choice. and 
of course the written agreements are 
always evidence of the intent of the 
parties. In the event of a controversy 
however they are not conclusive and 
the question should be examined in 
the light of all the surrounding cir. 
cumstances as to supervision, direction 
and control. A_ right to control as 
expressed in a contract may be just as 
fictional as any other provision. . . .” 
Status of Musicians and Entertainers in 

Night Club Engagements 

Many decisions have been handed 
down involving the liability of the 
operator of an entertainment establish. 
ment for the payment of unemployment 
insurance and social security taxes on 
the earnings of musicians and _ enter. 
tainers performing for short periods in 
a theatre, dance hall, night club or hotel 
dining room. 


The Appeal Board decision in case 
No. 56,365-56 decided July 19, 1957. 
held that the determination of the 
Industrial Commissioner, assessing the 
employer, a night club operator, with 
additional contributions based upon the 
earnings of entertainers and musicians 
who performed at the employer’s estab- 
lishment under “Form B” contracts with 
the unions involved, should be modified 
so as to delete therefrom contributions 
based on the earnings of entertainers. 
The form “B” contract purports to 
make the night club operator responsible 
for payroll taxes. 

In its opinion the Appeal Board 
stated: 

“The question to be decided is whether 
liability for unemployment insurance 


September 








cont 
perf 
tracl 
ther 
metl 
stan 
to b 
denc 
in | 
emp! 


“ 


mani 
ance 
legal 
ploy 
exer’ 
exist 
been 
ure | 
be si 
ence. 


“V 
natec 
evide 
parti 
indic 
there 
It is 
arise 
whicl 
subm 
In tl 
supe! 
concl 


1957 


ome. 
ly a 
irties 
such 
iXing 
and 
are 
the 
vers) 
and 
d in 
clr 
ction 
1 as 
st as 


rs in 


ided 

the 
lish- 
nent 
; on 
iter: 
$ in 
otel 


pase 
)57, 
the 
the 
vith 
the 
ans 
tab- 
vith 
fied 
ons 


PTs. 
ble 
ard 


her 
nce 


ber 








Payroll Tax Notes 


contributions may be based upon the 
performance of services under a con- 
tract vesting in the employer designated 
therein. complete control of the manner, 
method and means in and the circum- 
stances under which the services are 
to be rendered, in the absence of evi- 
dence that the right of control was ever 
in fact exercised by the designated 


employer. 


“ .. it is the right to control the 
manner, method or means of perform- 
ance of services which results in the 
legal relationship of employer and em- 
ployee. . . . That the right must be 
exercised as a condition of continued 
existence of the relationship, has not 
been demonstrated . . . . the mere fail- 
ure to exercise an existing right cannot 
be said to automatically deny its exist- 


ence. ... 


“We regard the failure of the desig- 
nated employer to come forward with 
evidence to disprove the intent of the 
parties expressed in the contract is an 
indication that it is content to rest 
thereon for a determination of its status. 
It is our opinion that no controversy 
arises unless the designated employer, 
which has it within its power to do so, 
submits countervailing evidence. . . 
In the absence of controversy as fo 
supervision, direction, and control it is 
conclusive on the parties thereto, and 
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the Industrial Commissioner in affixing 
tax liability may rest on their choice. 
No other evidence having been sub- 
mitted . . ., we conclude that the “Form 
B” contract spells out an employment 
relationship. . . Accordingly, the 
designated employer is held to be the 
true employer and is liable for con- 
tributions on the earnings of the leaders 
and the musicians.” 


Federal Withholding Tax Collections 

Under Secretary of the Treasury, Fred 
Scribner, Jr., announced in a talk de- 
livered in New York City recently at 
the American Bar Association conven- 
tion, that the Internal Revenue Service 
is seeking new legislation from Congress 
to help the government in the prosecu- 
tion of employers who fail to turn over 
the income and social security taxes 
deducted from employees’ wages. It 
was pointed out that statutory power 
would be sought to enable the govern- 
ment to collect withholding taxes cur- 
rently from delinquent employers on a 
weekly basis. The Internal Revenue 
Service will request more specific power 
to recover “withholding tax trust funds” 
which the employer’s payroll records 
show have been deducted from wages 
and not paid over to the government. 
More criminal prosecution power will 
be sought from Congress according to 
Mr. Scribner. 
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Federal Income Tax Notes 


Conducted by Ricuarp S. HEtsTetn, C.P.A. 


Travel, Entertainment and Other Business Expenses 


. Head of 


Household . . . Donation of “Section 306 Stock” . . . Requests for 
Prompt Assessment . .. Form 1128 Revised . . . Casualty Loss for 
Decline in Value Denied . . . Accrual of Penalties and Taxes 

A New Use for a Fraudulent Return. 


Travel, Entertainment and Other 
Business Expenses 


In IR-Circular No. 57-85 (June 20, 
1957) the Commissioner has put tax- 
payers on notice that field agents have 
been instructed to crack down on abuses 
of business expenses. This has always 
been a problem both to examining 
agents on one hand, and taxpayers and 
their representatives on the other. But 
the problem has been further compli- 
cated by the position of the I.R.S. that 
any business expense of a corporation 
which cannot be shown as not having 
inured to the benefit of an employee, 





RicHarD S. HEtstein, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 


ciated with J. K. Lasser & Co. 
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and more particularly, of an officer or | 


stockholder, will be taxed to the in- 
dividual as well as being disallowed as 
a deduction to the corporation. ‘This 
can result in more than 100% tax ona 
dollar disallowed. 

The problems raised are infinite. and 
are by no means limited to the gar- 
gantuan task of disproving personal 
benefit from the use of company cars. 
club memberships, attendance at sport: 
ing events, etc. For example, an indi- 
vidual whose return has been examined 
in “office audit” may be subject to a 
supplemental determination when his 
corporate employer’s return is subse: 
quently examined. An individual officer- 
stockholder in multiple corporations 
might be called on several times for 
review. An individual who reports on 
a calendar year basis, but who is em- 
ployed by a fiscal year corporation 
faces further problems. 

There is some question as to how this 
income is to be taxed to the individual. 
If as a dividend, the corporation must 
have earnings and profits from which 
this amount must be distributed. If as 
additional compensation which is un- 
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Federal Income Tax Notes 


reasonable in amount (which it must 
be in order to be disallowed to the cor- 
poration), there arises a question of 
“ynreasonableness.” In short, the Treas- 
ury’s position, despite its equity, may 
lead to considerable litigation and will 
lead to substantial administrative prob- 
lems. 


Head of Household 

The Commissioner has held that a 
taxpayer, who pays the entire expense 
of maintaining his mother in a home 
for elderly women, may not (on that 
basis alone) be considered as “head of 
a household” for Federal income tax 
purposes. This ruling is based upon 
the rationale that “maintenance of his 
mother in a home for elderly women is 
not [sic] synonymous with maintaining 
a home or household for her” pursuant 
to Sec. 1(b)(2)(B) IRC 1954 and 
Sec. 1.1-2(c)(2) of the Regulations 
(Rev. Rul. 57-307, IRB 1957-27, 6). 


On the other hand, in a case under 
the 1939 Code, the Tax Court held that 
a bachelor who maintained his sister 
in a mental institution was entitled to 
“head of household” status since his 
home had been her principal place of 
abode prior to her confinement, and 
despite the length of her confinement 
(6 years) and the lack of probability 
of recovery, the taxpayer would hold 
his home open to her if ever she did 
leave the sanatorium (Walter J. Hein 
28 TC No. 92). 

Certainly, in the former case, the 
equities would appear to call for a less 
harsh ruling, especially in view of the 
statement by Congress in Conference 


Report No. 2543 (83rd Cong. 2nd 
Sess.) on the Revenue Act of 1954 


(page 22) that “a taxpayer may qualify 
as head of household through his sup- 
port as a dependent . . . of either his 
mother or father even though they do 
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not live in his home, if he maintains a 
household . . . for either of them and 
such household constitutes such parent’s 
principal place of abode” (Emphasis 
supplied). This Congressional intent 
also is carried out in Regulations Sec. 
1.1-2(e) (2). Admittedly the situation 
is not identical with that provided for 
by Congress, but there would appear 
to be leeway for a less harshly technical 
approach. 


Donation of “Section 306 Stock” 


A corporation paid a dividend of pre- 
ferred stock on common stock, which 
came under the definition of “Section 
306 stock.” One of the stockholders 
donated the preferred stock which he 
received to a tax-exempt foundation. In 
connection with the transaction, there 
was no prearrangement for the sale by 
the foundation of the preferred stock, 
or its redemption by the corporation. 


The Commissioner ruled that under 
Sec. 305 IRC 1954 this was a non- 
taxable distribution by the corporation 
to the stockholders; that the preferred 
stock distributed constituted “Section 
306 stock”; and that the contribution by 
the shareholder was a deductible char- 
itable contribution subject to the limi- 
tations of Sec. 170(b). The Commis- 
sioner then reasoned that it was the 
intent of Congress to tax as ordinary 
income to the ultimate donee the gain 
upon sale or disposition of the “Sec- 
tion 306 stock.” Thus there would be 
no tax to the donor (in this case the 
stockholder who originally received the 
non-taxable distribution) attributable to 
the actual donation, and since the donee 
was a tax-exempt charitable foundation, 
it is not taxable upon the sale or re- 
demption of the preferred stock. Neither 
will there be any realization of income 
by the donating shareholder as_ the 
result of a sale by the foundation (Rev. 
Rul. 57-328, IRB 1957-28, 9). 
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Requests for Prompt Assessment 

A request for prompt assessment pur- 
suant to Sec. 6501(d) IRC 1954 filed 
in the case of a corporation contem- 
plating dissolution or filed by a fidu- 
ciary in the case of a decedent or his 
estate during the period of administra- 
tion, cannot be attached to the return. 
It must be submitted as a separate docu- 
ment and forwarded to the District Di- 
rector in an envelope separately from 
any other document. (Rev. Rul. 57-319, 


IRB 1957-27). 


Form 1128 Revised 

The application for prior approval of 
a change of a taxpayer’s annual ac- 
counting period (Form 1128), which 
must be filed pursuant to Regs. Sec. 
1.442-1(b) (1), has been revised to in- 
clude considerably more information 
than the former application. This should 
expedite procedure, since heretofore 
this information was generally requested 
by the Service subsequent to the filing 
of the old Form 1128. 


Casualty Loss for Decline in Value 

Denied 

A flood destroyed the records which 
a bank had stored in its basement. 
Because there was no flood control 
which would obviate repetition of the 
occurrence, the bank discontinued the 
use of the basement for storage pur- 
poses. On the basis that it lost the use 
of a portion of the building, which it 
owned, the bank claimed a casualty loss 
on its return equivalent to the alleged 
decline in fair market value of its 
property. 

In denying the deduction, the Tax 
Court reasoned that there was no real 
physical damage to the property, no 
guarantee that there permanent 
abandonment of the basement, and the 
physical condition of the basement after 
the flood was just as suitable to the 
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Be 


storage of records as it was prior tg 
the event. It was only fear of a future 
loss which caused the discontinuance 
of such a use. Finally, even assuming 
that such a hazard would reduce the 
fair market value of the property, such 
may not be claimed until it is 
actually sustained, as by sale or com 
plete abandonment. 

Thus, the taxpayer failed to show 
abandonment or physical destruction 
under Sec. 29.23(e)-3 of Regs. 111 or 
Sec. 23(f) IRC 1939 (The Citizens 
Bank of Weston, 28 TC ——— No. 79), 


loss 


Accrual of Penalties and Taxes 

Pursuant to his acquiesence to the 
Tax Court decision in Estate of Esther 
M. Stein (25 TC 940, Acq. IRB 
57-8, 6), the Commissioner has issued 
Rev. Rul. 57-332 (IRB 1957-29, 8) 
holding that in cases of diverted cor 
porate funds, where fraud penalties are 
assessed against a corporation, and the 
amount diverted is taxed to the stock- 
holder as a dividend, in determining 
the amount of earnings and _ profits 
available for dividends, the fraud pen- 
alties are to be deducted from earnings 
and profits in the year in which the 
corporate return was filed. Rev. Rul. 
107, 1953-1 CB 178 is revoked. 

This was predicted and more fully 
discussed in the February 1957 issue of 
the NYCPA, Vol. XXVII, No. 2, page 
137. 


A New Use for a Fraudulent Return 

A taxpayer was not liable for pen- 
alties for underestimation of tax where 
he made timely payment of estimated 
tax in an amount at least as great as it 
was on the basis of the facts shown on 
his preceding year’s return, even though 
the income on that return was fraudu- 
lently understated (George Schwartz 


kopf v. Com., CA-3, 7/10/57). 


PRINTED 
IN USA 








